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Some Aspects of Instalment Financing* 
By C. A. H. NARLIAN 


I have decided that an address on the subject of instalment 
selling and financing should first approach the topic in its varied 
economic aspects and with this in mind I feel impelled to com- 
ment very briefly upon some of the many views which have been 
expressed in print during the last two years or so debating the 
question from almost every conceivable angle. Therefore, before 
touching the questions related to the operations and accounting 
of finance companies, I will ask your indulgence to attempt to 
spread before you, as briefly as possible, certain of the many 
economic phases of instalment selling. 

In the first place, it appears to be a universally acknowledged 
fact that the recent rapid growth of selling goods on partial pay- 
ments has greatly accelerated the raising of the standard of living. 
It seems equally undebatable that this raising of the living stand- 
ard has actually stimulated incentive to work productively among 
the masses of people. It has certainly brought about a wider 
range of knowledge and an increased contentment of mind and, 
as a corollary, it is probably not going too far to say that the 
development of the natural instinct of acquisitiveness is incon- 
sistent with labor unrest. Let us now come to the questions 
raised as to whether instalment selling is an economic boon or 
a bane. 

One prominent industrialist admits that the people had need of ~ 
conveniences which they could not quickly accumulate the funds 
to buy and thus credit served as a bridge from a lower to a higher 
standard of living. He is not quite clear as to the period to which 
he ascribes these advantages. He believes that the workman 
who pays for credit is simply reducing the buying power of his 
own wages owing to the added costs of financing. 

Another gentleman, who is antagonistic to the fundamentals of 
instalment selling, indicts the practice on the basis of its economic 
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aspects as it affects the buyer. He believes the system that 
enables young people to ‘‘ mortgage their future,’ as he expresses 
it, tends to deprive them of opportunity to build character and to 
save money, and thus be ready to invest in business ventures, 
etc. He also is of the opinion that cost is increased by reason of 
instalment buying and thus the purchasing power of the buyer 
is curtailed. Many economists have undoubtedly used exagger- 
ated figures in their estimates of the volume of instalment sales, 
in advancing their theories that this plan is burdening the people 
with debt. 

In an extensive article on the subject, I find it stated as a basic 
reason for the recent growth of instalment selling that ‘in a 
period of increasing productivity, industry turns out more con- 
sumers’ goods than consumers can buy with their current income, 
which income is derived from industry in the shape of wages, inter- 
est, dividends, rent, etc., and consequently industry is resorting 
more and more to the device of handing the consumer goods to be 
paid for out of future income.’”’ There is also pointed out the 
fallacy of the common argument that increase in instalment 
business involves inflation of credit followed by depression, the 
fact being that expansion of instalment credit is for the purpose 
of increasing consumption rather than production. The article 
concludes by saying that it is better for us to acquire goods on 
partial payments than not to acquire goods at all. 

Well informed and close students of the many phases of this 
subject state as a logical fact that prosperity in this country has 
been largely built upon the economic principle of mass production 
which must obviously be closely related to mass consumption. 
Mass production provides remunerative employment to many 
and at the same time unquestionably brings about reduced costs, 
which in turn facilitate buying on the part of well paid employees. 

Furthermore, instalment buying, in the case of a large number 
of people, causes them to put aside money each month to liquidate 
their indebtedness and thus brings about a habit of saving out of 
their earnings. It has also developed ambitions on the part of the 
wage earner to improve his manner of living, which in turn have 
resulted in increasing his productive efforts, thus, of course, 
increasing the sum total of wealth. 

A great deal has been said as to the volume of instalment sales, 
and in such a matter it would probably be surprising if estimates 
did not become gravely exaggerated in some quarters. Esti- 


82 


a 


Some Aspects of Instalment Financing 


mates which may be considered reliable have indicated that about 
6 per cent. of the annual income of the United States, estimated 
for the calendar year 1926 as in excess of eighty billions of dollars, 
was spent in buying goods on instalments, averaging about $250 
a family. 

It is of interest to note that there has definitely been a marked 
decrease in the percentage of automobiles sold on the instalment 
plan compared with total production during the past two years. 
In 1925 the proportion of new and used cars financed was 75 
per cent; in 1926 it declined to 70 per cent., and in 1927 
the percentage dropped to 60.8 per cent., surely a noteworthy 
decrease. This decline is attributed partly to growing pros- 
perity and in some measure to curtailment of credit arising from 
the unsatisfactory experience gained by finance companies on 
paper with low initial payment and over-extended terms. 

Every thinking person must believe profoundly in thrift. But 
with particular reference to the question raised that thrift pro- 
duces character, I believe an analysis will show that if by thrift is 
meant the forgoing of all commodities, such as sewing machines, 
washing machines and the dozens of other articles that in the 
present age are considered ordinary necessities, this country would 
certainly not have developed to its present high state of industrial 
civilization. Today’s conception of thrift is naturally different 
from that of thirty years ago and it is well that it isso. Surely 
most thinking people are ready to point with pride to the great 
strides this country has made in a cultural sense. This advance- 
ment could not have been possible if the wage earner were restricted 
to the purchase of the bare necessities of life. It may be stated 
as a fact that the extension of the use of automobiles to so many 
people of moderate means has enriched the country to an im- 
measurable extent. 

Any discussion of instalment selling naturally leads us to the 
automobile industry, the greatest in the world, which has seen its 
phenomenal development through the medium of instalment 
selling. Statistics are proverbially dry, but I feel justified in 
presenting a few in order to focus attention on the vast ramifica- 
tions of this mammoth industry. 

Last year the automobile industry used 11 per cent. of the hard- 
wood lumber, 18 per cent. of the copper, 14 per cent. of the iron 
and steel, 14 per cent. of the lead, 21 per cent. of the tin, 25 per 
cent. of the aluminum, 28 per cent. of the nickel, 50 per cent. of 
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the plate glass, 63 per cent. of the upholstery leather and 85 
per cent. of the rubber consumed, while 80 per cent. of the gasoline 
consumed was used by motorists. 

Again referring to our tremendous wealth, the production of 
which is directly attributable to the automobile industry, I believe 
it to be an incontrovertible fact that consumer’s credit has been 
the cause for a considerable proportion of the increment in the 
wealth of this country. The motor industry would certainly not 
be the largest in the world if consumer credit were not available to 
permit the purchasing on the instalment plan of 60 per cent. of all 
automobiles produced. There would not have been the vast 
sums expended on new roads were it not for the twenty-three 
million automobiles in use. 

The next logical step in developing our subject is the evolution 
of the modern finance company, which came into existence, not 
because of any great demand on the part of the public to buy 
things on the partial-payment plan, but because of the demand for 
a highly specialized service that came from business, a service 
which is admittedly outside the scope of the ordinary bank. There 
has naturally been a development in the science of instalment 
financing during the past years which has been the means of 
enabling thousands of business men and manufacturers to prosper 
by virtue of an increase in their turnover along sound credit lines. 
It would be impossible to estimate the number of dealers in all 
types of commodities whose success in business is in large measure 
dependent upon the availability of consumer credit provided by 
finance companies. 

The widest possible spread of risk is enjoyed, and this will 
readily be understood when one realizes that the funds furnished 
to the motor industry, for instance, are repaid by people engaged 
in many different businesses. It must be admitted that occa- 
sionally the sound principles governing instalment financing have 
been disregarded, but it will be obvious that a continuous devia- 
tion therefrom carries its own corrective. In the company with 
which I am associated, sixty-six different commodities are now 
being financed, exclusive of automobiles. The farmer is receiving 
his full share of the benefits accruing from the ability to purchase 
modern labor-saving agricultural machinery on the time-payment 
plan. This is all made possible by the finance companies. 

In recent years, there has been a gratifying increase in buying on 
the instalment basis industrial machinery and other articles which 
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are earning money for the owner, thus paying for themselves. 
Finance companies are constantly receiving requests to finance 
articles which, upon careful analysis, do not meet the tests of 
usefulness, durability and marketability which are the standards 
that govern the decision whether they should be financed or not. 

The older finance companies have gained a wealth of experience 
in merchandising problems, with their complex relation to credits, 
that is daily being used constructively in business. Furthermore, 
all the larger companies representing the major part of the capital 
employed in this business are members of a national association 
of finance companies which performs a most useful service in col- 
lating essential data relating to their business, leading logically 
to the acceptance of certain standard policies by the members. 

Before passing to a discussion of operating and accounting 
methods of finance companies, it would perhaps be well to remind 
ourselves that in the final analysis the cornerstone of the finance 
business has been and always will be sound credits. The pro- 
spective purchaser of any article upon the basis of deferred pay- 
ments must be able to demonstrate to the satisfaction of the 
company to which the transaction is submitted that he has gained 
a reputation of willingness as well as ability to pay, and he must 
stand the credit tests in every particular. As a matter of fact, 
the experience gained by well managed finance companies clearly 
shows that the large percentage of instalment buyers who are 
considered worthy of credit meet their obligations. 

I would now like to present a brief picture, in outline, of a 
finance company in its relation to instalment selling of automo- 
biles. At the outset it would be well to correct the impression 
that seems to exist in some places that a finance company lends 
money on commodities. This is definitely not so. Financing 
instalment paper consists solely of purchasing consumers’ obliga- 
tions, contracted by individual purchasers of commodities, from 
dealers in or distributors of those commodities. 

The customer of the finance company is, therefore, the dealer, 
and arrangements for financing the dealer’s paper must naturally 
be made between the dealer and the finance company. In 
making the finance arrangements, the dealer submits a financial 
statement, references, etc. to the finance company as a basis for 
establishing credit in the same way as he would ata bank. As I 
will explain later, the dealer’s credit plays a vital part in the 
financial set-up. 
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When the credit of the dealer has been established to the satis- 
faction of the finance company and the limit of outstandings has 
been passed upon by the credit department, the finance company 
is ready to do business with the dealer, usually under terms 
and conditions of a legally binding agreement. The dealer re- 
ceives the finance company’s rate chart; adds the appropriate 
finance charge as set forth therein, which normally includes 
insurance, to the unpaid balance on the automobile that is being 
sold, and obtains from the purchaser a note and a contract for 
this total sum. These he transmits to the finance company for 
its acceptance, upon which the proceeds are remitted to him. It 
is at this point that the finance company actively comes into the 
picture and commences to perform the services for its dealer 
customers which may be enumerated as follows: 


(1) Promptly providing funds with which to finance the sales 
of the dealer up to certain limits, which are naturally 
based upon the financial strength, etc. of the individual 
dealer. This obviates the necessity of the dealer’s con- 
stantly having to raise money by means of loans from 
his bank. 


(2) Passing upon the credit of the purchaser both as to his 
ability and willingness to pay. In this respect the same 
fundamental banking principles which apply to sound 
credits are vitally necessary. 

(3) After the credit has been passed and the paper purchased, it 
is incumbent upon the finance company to keep the 
purchaser notified as to the recurring future payments 
that are to be made and to effect collection thereof, at 
the same time using every endeavor to maintain the 
goodwill of the purchaser throughout the period of their 
dealings with each other, to the end that he may again 
be ready to do business with the dealer at a later date. 


I will now briefly describe the three principal plans under 
which instalment financing of automobiles is conducted at the 


present time. 

(1) Without recourse. It is hardly necessary to amplify on 
this. As the term implies, financing under this plan 
relieves the dealer of all liability in respect of the transac- 
tions submitted by him, except as to the validity of the 
paper which, of course, must be bona fide. The dealer’s 
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balance-sheet under this plan obviously need contain no 
reference whatsoever to any contingent liability. 


(2) Endorsement by the dealer. This renders the dealer fully 
liable for the balance due on the paper created, without 
respect to the chattel, and he may be called upon to pay 
the unpaid balance of a note after it has become past due 
for a certain period of time. It will, of course, be appre- 
ciated that under this plan the dealer’s balance-sheet 
must either show the asset and corresponding liability 
for notes discounted or set forth his contingent liability 
thereunder. 


As a variation of the endorsement plan, it is sometimes neces- 
sary to obtain guaranties by more responsible persons than the 
dealer, but this simply operates as an enlargement of the endorse- 
ment principle. 

(3) Repurchase agreement. This consists of an agreement 
entered into between the finance company and the dealer 
setting forth their respective obligations at some length 
under various eventualities, such as: 

(a) Repossession of car 
(b) Conversion of car 
(c) Losses resulting from collision damage 
(d) Confiscation by federal and state authorities 
(e) Reserves withheld 
Etc. etc. 


The principal factor in an agreement of this kind may be said 
to place upon the dealer the obligation to accept delivery of re- 
possessions made by the finance company resulting from the 
purchaser’s failure to meet his instalments and thereupon to 
reimburse the finance company for the unpaid balance. Under 
this plan, the finance company is called upon to repossess the car 
and to deliver it to the dealer, and in the event of a material 
collision damage, the agreement usually obligates the finance 
company to make due allowance therefor to the dealer. 

Legal opinions rendered by the highest authorities agree that 
under the repurchase-agreement plan, it is unnecessary for the 
dealer’s balance-sheet to show any contingent liability, and this 
principle appears to be fully accepted by the banks. 

It is not my object to attempt to discuss the relative merits of 
these methods of instalment financing. I might mention that at 
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the inception of the business, the prevailing custom was to secure 
the endorsement of the dealer upon all paper financed, but this 
practice is becoming more and more uncommon and has to a large 
extent been replaced by either the repurchase or the without- 
recourse plan. 

At a recent dinner which was attended by the leading indus- 
trialists of the country, a noted economist, who together with a 
large force of statisticians has devoted well over a year to the 
study of instalment financing in all its phases, expressed his con- 
clusions as to the soundness of instalment financing and at the 
same time unequivocally endorsed the principle of the repurchase- 
agreement plan as distinguished from the without-recourse plan. 

It will readily be appreciated that the automobile is a com- 
modity which depreciates through use, and it is accordingly 
necessary to formulate certain distinctly restrictive rules in its 
financing, such as: 

(1) That a sufficient down payment must be made by the 
purchaser to make his equity so substantial that per se 
he will have a financial incentive to pay his instalments 
and thus liquidate his obligation. 

(2) That the period of a contract be not over-extended and the 
instalments be large enough so that the unpaid balance is 
being reduced more quickly than thecurrent depreciation. 

(3) That the purchaser is financially able to meet the obligation 
he is desirous of incurring and, judging from past experi- 
ence, is likely to remain so. 

(4) That the purchaser is a good moral risk, gainfully occupied 
in a legally conducted business, is industrious and has a 
reputation for honest dealings; that he is not a floater nor 
engaged in a hazardous occupation. 

(5) That the car is one that is being currently manufactured 
and has a ready market upon resale as a used car. 

(6) That used cars be not sold to purchasers at excessive prices 
and furthermore, that they be sold without misrepre- 
sentation as to the condition of the car. In this relation 
it will hardly be surprising to note that the purchasers of 
used cars are notorious complainants on the score that 
they have not had value received. This question largely 
rests upon the practice of individual dealers who in some 
cases recondition the cars thoroughly and sell them at 
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reasonable prices and in other cases are not quite so 
considerate of the purchaser. 

(7) That fire and theft insurance be placed on the car for pro- 
tection of the finance company and the purchaser. 


The dealings of finance companies with dealers are frequently 
covered by blanket agreement between the factory and the finance 
company, the factory using its efforts to have its dealers do busi- 
ness with a particular finance company. It is natural under 
these conditions for the manufacturer to require a nation-wide 
service and this has necessitated the opening of numerous 
branches throughout the country by the larger finance companies 
in more recent years. It was found that greatly improved service, 
both as to credits and collections, could be given to the dealer 
through local representation. 

One of the desirable phases of operating on a national basis is 
the facilitation of a greater spread of risk, comparable to that of 
insurance companies. We all know the tremendous boom that 
existed in Florida in 1924 and 1925, and we are well aware of the 
unfortunate violent recession that so suddenly followed it. 
Obviously, during a boom period in any section of the country, 
automobiles, trucks and all other commodities are being pur- 
chased to a phenomenal extent, a large proportion of them on the 
partial-payment plan. Losses are bound to result and operating 
expenses mount high when the bubble of prosperity breaks, and 
the advantages of nation-wide operation then become apparent. 
Losses incurred in a certain section of the country can be offset and 
absorbed by the earnings from the rest of the country. 

It is an undoubted fact that the finance companies have learned 
a great deal in this unfortunate experience in Florida. When the 
boom was on, men who were known to be earning $10,000 a year 
and more, and who could, through the other credit tests, qualify 
as desirable risks, found their earning powers reduced over night, 
due to the sudden drop in business activities, and their real-estate 
holdings became almost a liability instead of an asset. Under 
these conditions, many of them found it impossible to meet their 
obligations. 

Let us now consider some of the phases dealing with the ac- 
counting problems involved in instalment financing. 

The principal asset appearing on the balance-sheet of the 
finance company is, of course, the item of notes receivable. These 
are its ‘‘stock in trade” and present a detailed accounting with 
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each purchaser. The accounts are usually kept on cards which 
contain a wealth of information, such as: 


1. File number 
2. Purchaser’s name and address 
3. Dealer’s name and address 
4. Date of contract 
5. Total selling price of car 
6. Amount of the note 
7. Number of monthly instalments 
8. Amount of each instalment 
9. Day of month upon which instalment is payable 
10. The plan under which it is sold 
11. The make of car 
12. Serial number 
13. The motor number 
14. The year and model 
15. The accounting control in which it is contained 
16. The grade of credit risk 
17. The insurance certificate issued thereon 
18. The amount of insurance 
19. The service and finance charges 
20. The reserve withheld from the dealer 


One must stop and consider for a moment the vast amount of 
accounting detail that is necessary to keep track of the status of 
each purchaser account when it is realized that a twelve-months’ 
transaction necessitates at least thirteen entries, plus occasional 
entries for returned remittances, etc. It must be understood in 
this relation that the volume of obligations purchased during a 
year by certain finance companies approximates $200,000,000. 

Naturally, accuracy and speed are essential factors in maintain- 
ing the accounts and intensive studies have been made of labor- 
saving devices which will turn out the work with the maximum 
speed and efficiency. In the larger organizations which, as I 
have previously explained, are usually operated on a decentralized 
basis, the number of accounts are, of course, split up among the 
various branches. 

To aid in the application of remittances to the proper accounts 
which may not be readily identified, cards are kept on rotaries. 
These rotaries are being constantly referred to and serve a most 
useful purpose during the entire life of the contract. 
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At the time each transaction is purchased a card is made show- 
ing the serial number, and this is immediately forwarded to the 
Auto Financing Credit Men’s Association for the purpose of 
checking against duplication of financing. In other words, it 
naturally behooves the finance companies to protect themselves 
against the possibility of the same car being financed through 
different finance companies. 

Very comprehensive records are kept, setting forth the finance 
company’s experience in its dealings with the individual dealer in 
the minutest detail, such as: 


(a) Number of transactions purchased, new and used 
(b) Outstandings at the end of each month 
(c) Repossessions unpaid 
(d) Past dues 
(e) Losses incurred 
Etc., etc. 


One very important function is the preparation of itemized lists 
of past-due accounts at frequent intervals, to aid in the collection 
effort. Likewise, lists have to be prepared showing the cars that 
have been repossessed but have not been disposed of either to the 
dealer or outside purchaser. In the case of repossessed cars, all 
losses sustained must be charged off and properly analyzed for 
statistical purposes. 

The purchasers must be notified each month of the due date and 
amount of their next instalment. It is only natural that all 
accounts are not paid on date of maturity and accordingly other 
notices reminding the debtor of his obligation also have to be 
mailed at intervals of a few days. 

The evidence of the obligation of the purchaser is his signed 
note and signed conditional sales contract (in certain states 
chattel mortgages are the legal equivalent), and it therefore be- 
hooves the finance companies to safeguard in every way these 
notes and contracts until they have been paid out, whereupon they 
are returned through the dealer to the maker. It will be under- 
stood that many finance companies pledge their notes receivable 
with banks and in such cases the bank becomes the custodian of 
the collateral. 

Arrangements are made with insurance companies to have 
insurance coverage effective immediately upon acceptance of the 
paper, and this necessitates the keeping of records with which to 
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check the bordereaux received monthly from the insurance com- 
pany. In the larger finance companies, an insurance department 
usually attends to the many matters arising in respect of claims 
as well as cancellations, etc., and in this department it is necessary 
to have highly trained insurance men. 

Probably two of the most important items appearing on the 
balance-sheets of finance companies are deferred income and 
reserves for credit losses. When a sale is made by a mercantile 
company, the gross profit is quite rightly taken into income, but 
the finance company is governed by the same general rules that 
apply to all instaiment businesses. The major principle which 
must govern is that at any stated period there should be a suffi- 
cient deferring of income with which to pay future interest and 
operating expenses so as to liquidate completely the asset of notes 
receivable outstanding as of that date, and furthermore, to defer 
an equitable proportion of profit during the collection period. It 
is in the treatment of this account that certain conservative prin- 
ciples are most necessary. While there is no hard-and-fast rule 
among finance companies concerning the spread of deferred 
income, the theory of spreading income over the life of the paper 
on the basis of the reduced outstandings would appear to have 
the sanction of authority and unquestionably has stood the test 
of experience. I do not propose to go into the details regarding 
the manner in which the computation for the monthly spread of 
income is effected, inasmuch as this has been covered in an ex- 
cellent article appearing in THE JOURNAL OF ACCOUNTANCY dated 
July, 1927. 

I believe that it is undoubtedly good accounting to deduct from 
the total differentiai (representing the excess of the face of the note 
over the amount paid therefor) all insurance premiums payable 
and reserves to be created for future credit losses, and in my 
opinion it is equally good accounting also to deduct the acquisi- 
tion cost, or selling expense, incurred. Hence, upon this theory, 
it is only after these deductions that the spread of deferred income 
is made, taking up the proportion thereof for the current month 
and each subsequent month. 

Perhaps the point may be raised that, on the basis outlined, 
the deferring of income is made on what may be termed the ideal 
basis, namely, on the assumption that all collections will be made 
in the month of maturity. In actual practice, of course, it will be 
understood that this ideal condition does not exist, but the point 
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to realize is that it is necessary immediately to allocate the 
monthly gross income to the future months and that it would be 
impracticable to defer the allocation upon the basis of actual 
collection experience. 

Coming now to the question of reserves, the same general re- 
marks apply to this item as have been made with reference to 
deferred income. It is essential that a sufficient reservation be 
made out of income, specifically ear-marked, which will enable 
the outstanding notes receivable as of any date to be liquidated in 
the future without in any way attacking net income. Experience 
is the great teacher of what is needed to protect the outstanding 
receivables and it may be easily understood that the executives 
of well managed finance companies are most vigilant at all times 
as to the condition of their reserve accounts. 

As I have just explained, it is considered to be the best practice 
immediately to set aside out of gross income an amount for re- 
serves which reasonably assures the liquidation of the receivables 
created. There is no escaping the fact that finance charges in- 
clude a sum equivalent to the proportion of losses that are entailed 
in the ordinary course of business due to delinquency of purchas- 
ers. The finance business is highly competitive and therefore 
it is strictly necessary for the individual finance companies to keep 
their loss ratio down to the very minimum so that in turn the 
finance charge may be as low as possible. A wealth of statistical 
data is kept relating to losses charged off, and it is readily de- 
terminable whether or not they are exceeding the reserves pro- 
vided, so that in such an event the company is immediately aware 
that its profits are being dissipated by excess losses and proceeds 
to take the necessary corrective measures. 

Fortunately, losses do not arise without giving fuil warning of 
their approach. The warnings come through the past-due figures 
and the percentage which they bear to the total outstandings, as 
well as the number of unliquidated repossessions with similar 
percentages. These are the danger signals, and it is over these 
that the executives naturally keep a most watchfuleye. You will 
readily understand that in nation-wide operation certain terri- 
tories will present an unfavorable picture at certain times. For 
instance, in a coal-mining region where there is a strike in prog- 
ress, collections are bound to be slow and the past dues will 
accordingly mount up. Having a picture of each territory, 
however, provides the executives with the means to cope with 
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the unfavorable situations which arise and to forestall abnormal 
losses. 

For convenience, it is preferable to classify reserves so that the 
varied losses which occur may be appropriately grouped together 
and thus provide the executives with extremely valuable statisti- 
cal information. 

Before leaving the question of reserves, I would like to call 
attention to practices which may tend to confuse rather than to 
clarify the balance-sheets of finance companies. I have in mind 
the combining of impure reserves with true reserves. As an 
illustration, I will refer to the prevailing practice of creating a 
reserve for dealers which is payable at intervals during the year. 
These hold-backs will probably be found under some such caption 
as ‘ Dealers reserve,”’ but in my opinion they are nothing more nor 
less than a current liability and they should appear on the balance- 
sheet under this caption. While there is a reservation between 
the finance company and the individual dealer, and in effect this 
hold-back is a security to the finance company for the per- 
formance of the dealer’s obligations, it will at once be seen that 
this type of reserve does not meet all the accepted requirements 
of reserves, namely, what might be termed mutuality. In other 
words, a true reserve must be able to contribute towards the 
deficiency of any account, whereas this type of reserve is com- 
posed of individual items which can not be merged together to 
provide for general losses. 

In the development of finance companies, it has become more 
and more imperative that numerous analyses be made which will 
provide a wide range of statistical information to enable the 
executives to have before them a composite picture, preferably 
comparative, dealing with such phases of the business as losses, 
divided by territories and classified as to their nature, reposses- 
sions, classification of paper financed by makes of cars and by 
territories, and a wealth of other information. 

The closest supervision is maintained over the monthly ex- 
penses and the percentage they bear to the outstandings. If the 
average is known, it is possible approximately to compute the 
theoretical profit by setting up a standard of expense to out- 
standings, the interest rate being easily determinable. This 
theoretical profit can then be compared with the actual figures 
and the variations carefully investigated. 
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By J. P. FRIEDMAN 


Sales on the instalment plan are now made of a wide variety of 
commodities under diverse terms of initial and subsequent peri- 
odic payment. As illustrations of the extremes, we might con- 
sider, on the one hand, the sale of real estate to a reputable busi- 
ness concern on the basis of a substantial initial payment and the 
liquidation of the balance in several annual instalments and, on 
the other hand, the sale of cheap watches through mail-order 
advertisements on the basis of 20 per cent. down, the balance 
payable in six monthly instalments. In the first illustration the 
credit risk is negligible and even if it becomes necessary to re- 
possess the real estate, it can probably be done at relatively 
small expense compared with the amount involved, and the real 
estate can probably be resold at a profit, taking into consideration 
the initial payment. In the second illustration the checking of 
credit is merely perfunctory or it is not done atall. The merchan- 
dise is of a character that would hardly warrant the expenses 
necessary to repossess in case of non-payment and even if repos- 
sessed it would be almost worthless. Between the two types of 
sales illustrated will fall the remainder and majority of the instal- 
ment sales with all the diversity in products sold, initial payments 
and time allowed for the payment of the balance. It is quite 
evident that the method of accounting employed for all classes of 
instalment sales can not be alike, because of these varying factors. 

The problems related to the type of instalment sale first illus- 
trated are simple. Such sales may be handled almost in the 
same way as ordinary cash and charge sales, the entire profit being 
included in income at the time of sale, although for tax purposes 
the profit would no doubt be deferred. The treatment of auto- 
mobile instalment sales has been discussed in the preceding paper 
by Mr. Narlian. Eliminating these two classes, the field becomes 
restricted to such instalment accounts as those of department and 
furniture stores, credit clothing stores, companies selling house- 
hold appliances and companies selling farm implements and sup- 
plies. Instalment accounts of businesses of these types have one 
characteristic in common: there are a large number of ledgers 


* Address delivered 
ants, New York, December 12, 1927. 


at a meeting of the New York State Society of Certified Public Account- 
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containing many thousands of accounts, each of them relatively 
small and more or less of similar size. It is accounts of this class 
that will be discussed in this paper. 

The work of granting credit and of following collections and 
delinquent accounts all comes within the province of the credit 
department and need not be taken up at this time. The mechan- 
ical work of bookkeeping for instalment accounts is similar to 
that for any aggregation of a large number of accounts on other 
credit terms and this phase of the work may also be eliminated 
from the discussion. From an auditing point of view, the deter- 
mination of the accuracy of the gross balances does not present 
any serious problems. Guarding against fictitious accounts, 
against the inclusion of items which are still in the inventory and 
against items which have been collected and are still shown as 
open accounts is a question which confronts the auditor in the 
examination of any set of accounts-receivable ledgers, and for this 
reason it will not be necessary to take up that phase of the work 
either. There is left for consideration, therefore, the one phase 
of the subject which has presented so many difficulties—the valua- 
tion of the accounts for balance-sheet purposes through the 
establishment of reserves to reduce the gross balances to their 
estimated value. 


DETERMINING PROFITS FROM INSTALMENT SALES 


There are three ways in which profits from instalment sales 

may be handled: 

(1) The entire profit may be included in income as soon as the 
sales are made, subject to the provision of adequate 
reserves. 

(2) The entire profit may be deferred and included in income in 
proportion to the initial payment and subsequent 
collections. 

(3) None of the profit may be included in income unti! the 
entire sales price has been collected, after which the 
remaining collections may be credited to income. 

These methods will be considered in the order in which they are 

enumerated. 
Including the entire amount of profit in income immediately 

Under the first method, the entire profitfrom an instalment sale 

is included in income as soon as the sale is made, in the same man- 
ner as for cash and charge sales. As an illustration, if goods 
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costing $100,000 are sold for $160,000 the entire $60,000 is in- 
cluded in income immediately. A great deal may be said for 
this method, particularly if the merchandise sold is fairly well 
made, if it is sold to customers with some credit standing and if 
the accounts are of a duration of a year or less. The difficulty 
with this method in the past, however, has been that while profits 
have been included in income in full, the only reserve that has 
been set up has usually been one for bad debts, as in the case of 
other classes of sales, and no provision has been made for the 
additional reserves which are necessary for instalment sales. In 
other words, the attempt has been made to handle instalment 
accounts on the same basis as regular charge accounts and this has 
resulted in considerable overstatements in many instances. The 
necessary additional reserves are a vital factor in determining the 
profits and should not be overlooked. 

As a matter of fact, in dealing with instalment accounts, the 
reserve for bad debts may practically be unnecessary since if the 
customer does not pay the goods can usually be repossessed. In 
some instances, however, it may not be possible to repossess mer- 
chandise because the customers can not be found or because the 
balances may be so small that the expense of repossessing would 
not be warranted. Provision for such doubtful accounts will of 
course be comparatively small and rather readily ascertainable. 

If the entire profit is included in income immediately a reserve 
should be provided for the merchandise loss on goods to be re- 
turned subsequent to the end of the fiscal period. It is manifestly 
unfair to include the entire profits in income if it is known that 
some goods wil! be returned in the subsequent period and that it 
will be necessary to sell them again. 

The objection has been raised that a reserve of this character is 
not necessary because if the customers do not pay the goods can 
be repossessed and sold for as much, or perhaps more, than the 
unpaid balance and that, therefore, there is no loss. Even if the 
statement were borne out by facts, which in many instances, un- 
fortunately, it is not, it can be seen how fallacious this argument is 
by considering a simple illustration. Let it be assumed that a 
piano costing $300 is sold for $500 and that the customer has 
made payments of $100 on account to the end of the year, leaving 
an unpaid balance of $400. Immediately before the end of the 
year, the customer for some reason or other refuses to make 
further payments and the piano is therefore repossessed and the 
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deposit forfeited. I! the piano were then included in the inven- 
tory, obviously it would be priced at less than $300, because only 
new pianos are included at that figure. However, if the piano 
had still been in the hands of the customer at the end of the year 
and had been returned early in the new year the company would 
have been in the position of including in its assets the piano at 
$400 which, if it had come back several days earlier, would have 
been taken in at no more than $300. To cover the prospective 
loss in this instance it would be necessary to set up a reserve for at 
least $100 representing the difference between the $400 customer’s 
balance and the $300 maximum at which it could be included in 
the inventory. The actual reserve would probably be con- 
siderably higher than $100, as an old piano should not be included 
in the inventory at the same price as a new one. It is clear, then, 
that if it is known that goods will come back during the subse- 
quent period a reserve should be provided. It is true that there 
may not be an ultimate loss in the sale of the merchandise, but the 
reserve shifts the profit to the period in which the goods are 
ultimately sold, where it belongs, whereas if such a reserve is not 
provided the period of initial sale is credited with the profit even 
though the ultimate sale is made in a subsequent period. 

A further objection raised to a reserve of this character is that 
it is difficult to estimate how much merchandise will be returned 
in a subsequent period. This can hardly be called a valid objec- 
tion. It is the duty of the accountant to estimate as closely as 
possible in the same manner as in a great many other instances. 

A further objection is raised because most companies do not 
make a similar provision for goods sold on cash or charge terms, 
which also may be returned subsequent to the end of the period. 
The position is taken that all classes of sales should be treated 
alike in this respect. To this it should be answered that the error 
is rather in not providing a reserve for cash and charge sales 
which will be returned in the subsequent period when the amount 
involved is sufficient to warrant it. The returns from cash and 
charge sales in most instances, however, are almost a negligible 
factor, while in the case of instalment sales they will usually be 
found to be quite material. 

Another reserve that is not usually provided under this method 
is one for the cost of bookkeeping and collection. Instalment 
accounts necessitate considerable work in the bookkeeping and 
collection departments. The actual cost can be found readily by 
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totaling the salaries paid and adding thereto the expenditures for i 
rent and other items applicable to these departments. The total : 
cost, if divided by the collections for the period, will show the i 
percentage cost of collections. A provision can then be made i) 
applying this percentage to the outstanding balances at the end of q 
the year. Unless this is done the company will be in the position ii 
of showing the instalment accounts on the balance-sheet at 100 
cents to the dollar, which can not be realized due to the expenses 
that it will be necessary to incur before final collection is made. 
Again, in the case of charge accounts the reserve would ordinarily i 
be negligible and is therefore not provided, but for instalment 
accounts it will usually be found considerable because of the many iq 
payments involved. i 

In connection with instalment sales it is quite usual for the cus- q 
tomer to pay an additional sum termed interest, carrying charge, 
service charge or by a similar designation. If such a charge is 
made, should it be included in earnings in its entirety immediately 
upon making the sale, should it be included in earnings pro rata in 
accordance with collections, or should some other method be 
adopted? The situation is further complicated by the fact that 
some department stores charge interest in some departments and 
not in others because of competitive conditions. It is interesting 
to note the decision of the United States board of tax appeals in 
the case of Anderson & Co. in which the board takes the position 
that such a charge is not interest but an increase in the sales price of 
thearticle. Bearing in mind the fact that some stores add such a 
charge to the sales price of some articles but not to that of others, 
it seems obvious that for these other sales the service charge must 
be included in the sales price. Any view other than that of the 
board—that a service charge is merely an addition to the sales price 
—would lead to endless complications. It would be necessary to 
handle separately instances in which no charge is made, those in 
which it is merely nominal, those in which it approximates a fair 
rate of interest and, again, those in which it is in excess of such a 
rate. With acceptance of the decision of the board, however, it 
would seem to follow that the service charge should be inciuded in 
income in its entirety immediately upon the consummation of the 
sale under the first method. Still, to include the entire service 
charge in income immediately would leave the company in the 
position of having customers’ accounts in its balance-sheet which q 
are not payable on the average for many months, sometimes for 
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several years, valued at 100 cents to the dollar, whereas proper 
accounting would dictate that such accounts be not included at 
values in excess of their present worth. This leads to the con- 
clusion that there should be deducted from the gross balances an 
amount equivalent to a normal rate of interest, which will reduce 
the accounts to their present worth. If the accounts are payable 
over a period of more than one year, the compound-interest 
method might well be used for this purpose. 

To summarize: under the first method of accounting for profit 
on instalment sales—that of including profits in income im- 
mediately upon making a sale—it is necessary to provide four 
classes of reserves as follows: 


(1) Reserve for doubtful accounts 

(2) Reserve for merchandise loss on returns 

(3) Reserve for collections and bookkeeping expenses 

(4) Reserve for discount to reduce accounts to their present 
worth 


Deferring the profit and including it in income only in proportion to 
collections 

A great deal of discussion has taken place in the past regarding 
the method of deferring the profit and including it in income only 
in proportion to collections, particularly from the point of view of 
federal taxes onincome. This method has been sanctioned under 
the regulations of the treasury department and more recently by 
the provisions of the revenue act of 1926. The method is rather a 
simple one. As an illustration, if goods costing $100,000 are sold 
for $160,000, the resultant gross profit is 37% per cent. of the sales 
price. At the time of sale the only amount included in income is 
37% per cent. of the initial deposit and thereafter the same 
percentage of collections. If at the close of the period say 
$120,000 remains uncollected, the deferred profit is set up at 
37% per cent. of that amount, or $45,000. 

Yet this obviously simple method raises a number of questions. 
If a service charge is made, should it be included in earnings at 
the time the sale is made? It seems quite clear, since under this 
method the profit is included in earnings only pro rata in accord- 
ance with collections, that the carrying charge should similarly be 
included on a pro-rata basis. Whether the carrying charge is 
separately apportioned or added to the profit, thereby increasing 
the profit apportioned, does not matter, as in any event all 
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elements of profit are deferred and included in income only in 
proportion to collections. 

A reserve should also be provided for doubtful accounts but it 
need not be large as, again, it is only for the few instances in which 
customers disappear and the goods can not be found, or in which 
the balances may be so small that the cost of repossession would 
not be warranted. Experience will be found to have demon- 
strated that losses of this character have usually been few. 

It will be necessary also with many classes of merchandise to 
provide a reserve for the amount of merchandise loss on goods to 
be returned subsequent to the end of the fiscal period. The 
amount of such a reserve obviously will be smaller than under the 
first method by the amount of the deferred profit. The illustra- 
tion for the necessity of such a reserve has been given under the 
first method and applies to the second as well. 

In addition to deferring the profit under the second method, the 
reserves differ from those provided under the first method in that 
it is not necessary to set up a reserve for collection and bookkeep- 
ing expenses, since the profit to be included in income in the future 
provides for such expenses, and in that the reserve for merchan- 
dise loss applicable to returns will be lower by the amount of the 
profit deferred. 

Including none of profit in income until entire purchase price has 
been collected 

The last method is the most conservative of the three but it is 
seldom used. Under this plan the entire profit is deferred and 
none of it is included in income until the outstanding accounts 
are reduced to the balance in the deferred-profit account. There- 
after, as the accounts are reduced below that figure, the deferred- 
profit account is reduced by a like amount with a corresponding 
credit to income. 

When this method is used, it is necessary to segregate the ac- 
counts by periods of sale so that the amounts collected in excess of 
cost may be determined and transferred to income regularly. 


AGING INSTALMENT ACCOUNTS 


It is in estimating returns that the greatest difficulty will be met 
by the accountant. On many occasions there will be available 
credit-department files which will purport to show the experience 
of the company in these respects, but while they help in a general 
way they should not be relied upon until their accuracy has been 
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fully established. The percentages, as in the case of ordinary 
charge accounts receivable, may not be high enough because the 
company may not have been following the policy of repossessing 
merchandise when collections can no longer be made and there 
may still be a large number of accounts remaining open upon the 
books representing merchandise which should be taken back and 
would increase the percentages materially. The only effective 
basis for estimating returns is the aging of the accounts. The 
aging need not be made in full; the extent of the work may be 
varied depending upon the system of internal check and the 
accuracy with which the records are kept. 

In aging ordinary charge accounts receivable, the gross bal- 
ances are usually distributed according to the length of time 
elapsed since the date of sale. For instalment accounts the 
aging should be considerably more elaborate in order to provide 
the necessary information. 
| In view of the fact that if a single instalment of an account is in 
| arrears the entire gross balance becomes doubtful, it is necessary 


to show, with regard to each of the gross balances, the earliest 
month for which a payment has not been made. When this part 
of the aging is summarized, information will be available to show 
what proportion of the total balances is in arrears one month, 
two months, three months, six months, etc. 

Each account should be aged a second way: each of the gross 
balances should be distributed according to the month in which 
the last payment was received. This part of the aging will make 
it possible to know on what proportion of the total gross balances 
a payment has not been received in one month, two months, three 
months, six months, etc. This is advisable because, although an 

| account may have at one time fallen in arrears, yet the customer 
| may now be paying quite regularly, although he may never have 
caught up on the instalments once in arrears. 

In addition to the aging on the two bases just outlined there 
should also be determined the amount of arrears, i.e., the amount 
that would actually have been collected by the date of the audit 
had the customers paid in accordance with the terms of the pur- 
chase. This is the phase of the work customarily undertaken for 
other classes of accounts receivable but for instalment accounts 
it is the least important. 

It is onlv when each account has been aged in the three ways 
outlined above that the totals will provide the information to be 
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used as a basis for setting up proper reserves for returns and bad 
debts. 


SURPLUS ADJUSTMENTS 


As in other matters, the accountant should urge the adoption 
of a conservative method without at the same time reducing the 
profits below reasonable figures. The first method will usually be 
found to be the one which clients prefer, except for tax purposes, 
but unfortunately it is the one which presents the largest number 
of complications. At the time of a subsequent audit, it may be 
found that the last estimate made, based, of course, on the factors 
known at the time, was insufficient. A change in economic con- 
ditions may not have been foreseen or a change in the quality of 
the product several months before the end of the period which has 
since caused larger returns may not have been known. Whether 
to make a surplus adjustment or a charge against profits in such 
instances is often one of the most difficult of matters which the 
accountant is called upon to decide, particularly since he can 
hardly ever be certain, under this method, that the new reserves 
he is providing are adequate. 
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German Inflation Accounting * 
By Henry W. SWEENEY 


INTRODUCTION 


In the March, 1927, issue of THE JOURNAL OF ACCOUNTANCY 
appeared an article entitled Effects of Inflation on German Ac- 
counting by the present writer. That article explained the rapid 
increase in monetary inflation during the post-bellum years in 
Germany and showed in detail the highly undesirable effects of 
such inflation upon the accuracy and value of accounting results 
obtained by orthodox accounting methods such as those employed 
in the United States today. 

These undesirable effects may be summarized as follows: 

1. The book figures became dissimilar with respect to the 
value equivalent of the unit in which they were expressed. A 
monetary amount of one month could not be properly compared 
with an amount in another month because the valuation unit in 
which the amounts were expressed, namely, the mark, was gener- 
ally worth very much less in the later month. A debt or an 
expense of 1,000 marks in August, 1923 (to use an extreme illus- 
tration), represented one million times as much gold value as 
the same sum in December of the same year. 

This first effect is probably the basic cause of all the succeeding 
ones in a period of monetary inflation. 

2. Calculations of profit and loss became incorrect. Costs and 
expenses expressed in marks could not be deducted from income 
expressed in marks if true profit or loss was to be ascertained. 
The income was almost always much higher than the cost, but 
usually not equivalent to as much gold value. Hence, false 
profits appeared. 

3. The real economic capital of the business was not main- 
tained. Computation of depreciation on the basis of original cost 
per books was one main cause. The result was that the amounts 
reserved, although nominally equal to the respective asset costs at 
replacement dates, represented mere minor fractions of the pur- 
chasing powers of the amounts originally invested. 


* Nots.—The writer desires to acknowledge his indebtedness to Dr. Walter Mahlberg, Pro- 
fessor der Betriebewirtechaftelehre at the University of Freiburg in Breisgau, and to Dr. Berthold 
Hahnebach, formerly with the Dresdner Bank of Essen, now with Patterson & Ridgway, who 
have kindly given the benefit of their criticism. 
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4. The accounting statements became inaccurate and mislead- 
ing. Balance-sheets and income statements based on the book 
figures that resulted from orthodox accounting methods became 
wrong and often ridiculous. 

5. The net worth of each business entangled in the maelstrom 
of gyrating prices, false profits and feverish consumption of 
capital tended to decrease—at least, as far as value equivalence 
was concerned. 

6. Dividends tended to be paid from capital inasmuch as they 
were based on false book profits in most cases. 

7. Income taxes likewise tended to be paid from capital. 

In consequence of the preceding harmful effects of monetary 
inflation upon accounting, complete revision of accounting meth- 
ods was requisite to business control and economic well-being. 
The orthodox methods led only to inaccuracy and often to ruin. 

Various remedial methods were devised and used. Description 
of the method that seems of most practical promise to accountants 
in the United States and was most commonly used in Germany 
toward the close of the inflation period forms the main subject 
matter of this article. This method was known as “balance- 
sheet stabilization” or ‘‘balance-sheet equalization.” Before it 
is described, however, brief consideration may profitably be given 
to a remedial method which is unsatisfactory under conditions of 
monetary inflation, but which seems at first thought to be the best. 


THE MOST OBVIOUS, BUT UNSATISFACTORY, REMEDIAL 
ACCOUNTING METHOD 


The determination of a suitable accounting method for use 
under conditions like those faced by German business men and 
accountants during the period of monetary depreciation is not an 
easy matter. At first thought the solution seems easy, as the 
writer learned by asking various accountants in the United States 
what they would suggest for similar conditions. Usually they 
immediately and confidently suggested that all transactions be 
converted into some stable currency like the U. S. A. dollar or the 
English pound sterling, so that the fluctuations to which the 
paper mark was subject would be without effect. But this is 
seen to be a mere superficial solution, for the following reasons: 

First, it would have required more expense than necessary, for 
each transaction would then have had to be converted into the 
stable currency. The better practical German methods did not 
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require conversion of the amount of each transaction in such 
manner. Balance-sheet stabilization is an example. 

Second, there would have been obtained results that almost 
immediately afterwards would have become incorrect. If, for 
instance, paper marks had been received in cash, they would have 
been converted, according to the ready-made solution mentioned 
above, into, say, their equivalent in dollars at the particular 
instant or date to give the amount of cash to be entered. But 
soon or immediately thereafter the rate between dollars and 
marks would probably have changed. Then the equivalent in 
dollars shown on the books would not have been representative 
of the actual value of the cash on hand. One could not have 
ascertained from the cash account what the actual cash in terms 
of the stable money really was, when the rate had changed, with- 
out comparing the rate at date of entry with that at the date 
when information about the amount of cash was desired. 

If, on the other hand, as was usually done in practice, the actual 
amount of paper marks received was entered in the cash account, 
one could always ascertain later at least how many paper marks 
were actually on hand. And although it was true that the equiva- 
lent of such cash was constantly varying, the dollar equivalent, 
for instance, could nevertheless be more easily determined with 
the mark amount entered than with a stable money amount 
entered—because all that was then required was the dollar rate. 

There was a corrective method that converted each paper mark 
amount into a stable equivalent, as the ready-made solution re- 
ferred to proposes. This corrective method, however, showed 
both the mark amount and the stable money amount so that the 
actual value as of the entry date of a mark amount entered was 
later determinable; and, nevertheless, the subsequent equivalent 
of the mark amount could be easily ascertained by means of the 
rate of exchange. 

It must be remembered that paper marks could not be elimi- 
nated from the bookkeeping system altogether in most cases be- 
cause, first, being stili legal tender, they could not be refused when 
offered in payment of debts, and because, second, each business 
was required by law * to prepare a balance-sheet at least once 
annually and to express it in terms of the imperial mark (the 


‘paper mark”’). 


* Handelsgesetzbuch (May 10, 1897), paragraphs 39 and 40. 
106 


-— 


| 
| 
| 
| 


f 
| 


German Inflation Accounting 


BALANCE-SHEET STABILIZATION 


1. The nature of this method 

Balance-sheet stabilization, or equalization, was probably 
among the simplest of all the remedial accounting methods de- 
vised in Germany during the inflation period. It yielded, never- 
theless, a correct balance-sheet and, if data regarding dividends 
and any additional investments were available, enabled the cor- 
rect final net income figure for the period to be ascertained, al- 
though it did not give a correct detailed explanation of the causes 
and kinds of such final net profit or loss. This method probably 
promised the largest net benefit of all the corrective methods and 
was the one most commonly adopted in practice. 

The object of correcting or equalizing balance-sheet accounts 
was to value all assets and liabilities, and hence net worth, on the 
same real (not merely nominal) basis. As previously explained, 
in Germany the monetary depreciation caused the mark to have 
widely fluctuating relations to the gold mark, especially in the 
several years preceding 1924. Entry of daily transactions in the 
ordinary manner caused, therefore, the account contents to be on 
widely varying bases of money value although the basis nominally 
remained the same, viz., the paper mark. Balance-sheet stabili- 
zation consisted of study of the individual entries in balance- 
sheet accounts with a view to placing them on the same real value 
basis, whether this basis was the gold mark, the current paper 
mark as of some date, or some foreign money. 

The technique consisted of correcting the final book balance, 
where necessary, to the equivalent stabilized balance. As such it 
was similar to the ordinary procedure of adjusting mixed accounts. 
Such correction was required at each new balance-sheet date 
because further monetary depreciation always occurred after the 
date of the previous equalized balance-sheet. 


2. Superiority of stabilization in gold marks 

Stabilization of balance-sheet accounts in terms of the gold 
mark was probably the best of balance-sheet equalization methods. 
It was the most commonly adopted by larger concerns. Such 
endorsement was significant. 

The main advantage of stabilization in gold marks was sim- 
plicity. Current transactions were entered in paper marks as 
they occurred. Gold-mark correction was required only periodi- 
cally. The value unit, the gold mark, was the same as that so 
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long in use before inflation temporarily displaced it; it was the one 
to which most business men were accustomed. No one, on the 
other hand, could become accustomed to a value of the paper 
mark; it changed too rapidly. 

Another advantage was that balance-sheets and figures for net 
profit or loss stated in gold marks could be properly compared for 
different periods. This could not be done without laborious re- 
calculation when paper marks were the medium for stabilization 
because the paper-mark valuation units as of different dates rep- 
resented different real equivalents. A gold-mark balance-sheet 
as of any date could correctly be compared with a gold-mark 
balance-sheet as of any other date because the valuation unit, the 
go'd mark, remained the same. But a paper-mark balance-sheet 
could in most cases not be properly compared with a similar 
balance-sheet for the month previous. 

A final advantage of the gold-mark method was that it required 
much less labor and time to apply after the first equalized 
balance-sheet had been constructed. This resulted from the fact 
that when once the fixed assets and depreciation reserves had 
been stabilized on a gold-mark basis, thereafter only subsequent 
changes had to be similarly stabilized; whereas if the paper-mark 
basis was used, all preceding entries in these accounts had to be 
stabilized as of each balance-sheet date in terms of the new cur- 
rent paper-mark value. 

The advantages mentioned will be more readily understood 
when considered in conjunction with the following illustration of 
gold-mark balance-sheet equalization. 

3. Illustration of gold-mark balance-sheet stabilization * 

In the following example depreciation of the value of the paper 
mark during the year is assumed to continue until at the close of 
the year this money, in terms of the gold mark, is worth one tenth 
of its value at the beginning. 

(a) Opening balance-sheet 
Balance-sheet, January ist 


dans GM 100,000 Capital stock........ GM _ 500,000 
Machinery.......... 300,000 Undivided profits... . 20,000 
ee 200,000 Depreciation reserve. . 80,000 
Accounts receivable. . . 150,000 Bonds payable....... 100,000 
Notes receivable... . . 45,000 Mortgages payable. . . 200,000 
5,000 Accounts payable... . 200,000 
1,200,000 1,200,000 


* Adapted from Mahlberg’s Bilanztechnik und Bewertung bei schwankender Wachrung (3rd ed. 


rev., 1923), Kapitel III. 
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(b) Uncorrected final balance-sheet and profit-and-loss account 

Transactions occurring during the year following the date of the 
balance-sheet on the preceding page are assumed to be entered 
in paper-mark amounts. The balance-sheet as of the end of the 
year, assumed to be as follows, is, therefore, incorrect: 


Balance-sheet, December 31st 


BM 100,000 Capital stock....... BM_ 1,000,000 
Buildings............ 460,000 Surplus............ 200,000 
Machinery.......... 400,000 Undivided profits ... 500,000 
ee 1,400,000 Depreciation reserve. 110,000 
Accounts receivable. . . 1,240,000 Bonds payable...... 200,000 
Notes receivable ..... 160,000 Mortgages payable. . 250,000 
cs 40,000 Accounts payable ... 1,540,000 

3,800,000 3,800,000 


The designation of the monetary units above as ‘‘BM” means 
“Book marks.”” A book-mark total was one usually composed 
of marks of various values. 

The uncorrected profit-and-loss account is as follows: 


Profit-and-loss account 


a BM 355,000 Gross profit......... BM 900,000 
Mortgage interest... . 7,000 
Bond interest........ 8,000 
20,000 
Depreciation......... 30,000 
480,000 

900,000 900,000 


(c) Correction of the balance-sheet accounts on a gold-mark basis 

Illustration will now be given of how typical balance-sheet 
accounts should be equalized according to the method being 
described. 

No correction is required for the land account inasmuch as 
there were no additions nor deductions during the year. The 
gold-mark cost value of the land is the same at the close of the 
year as at the beginning. 

An increase of M 60,000 occurred in the buildings account, but 
this is assumed to have taken place on January 4th, when there 
was supposedly as yet no fluctuation in the value of money from 
that existing on the first day of the year. The M 60,000 addition 
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is, therefore, on the same valuation basis (the gold mark) as the 
opening balance, so no correction is necessary. 


Machinery 
Jan. 1st. Balance......... 300,000 Dec. 31st. Balance....... 310,000 
Dec. 7th. Increase......... 100,000 Money-valueloss 90,000 
400,000 400,000 
Jan. 1st. Balance......... 310,000 


The increase in the machinery account is assumed to have taken 
place when the value of money was one tenth of what it was on 
January first. The gold-mark equivalent of the 100,000 paper- 
mark increase is, accordingly, only 10,000 gold marks. In order 
to leave a gold-mark balance of the correct amount, GM 310,000, 
a credit of 90,000 must be entered. 

The uncorrected merchandise account (a type of mixed account 
still frequently encountered in Germany) is assumed to be as 
follows: 


Merchandise 
Jan. ist. Inventory...... 200,000 Sales during the year..... 4,500,000 
Purchases during the year.. 4,800,000 Dec. 31st. Inventory. ..... 1,400,000 
Dec. 31st. Gross profit.... 900,000 
5,900,000 5,900,000 
Jan. 1st. Inventory....... 1,400,000 


The uncorrected paper-mark gross-profit figure of 900,000 was 
transferred to the profit-and-loss account. 
The corrected, stabilized merchandise account is as follows: 


Merchandise 
Jan. ist. Inventory....... 200,000 Sales during the year..... 4,500,000 
Purchases during the year.. 4,800,000 Dec. 31st. Inventory...... 140,000 
Gross loss...... 360,000 
5,000,000 5,000,000 
Jan. ist. Inventory....... 140,000 
Accounts receivable 
Jan. ist. Balance......... 150,000 Credits for cash, notes, etc. 
Credit sales during the year 4,500,000 during the year........ 3,390,000 
Dec. 31st. Bad debts ..... 20,000 
Balance: 
PM 1,240,000 124,000 
Money-value loss 1,116,000 


4,650,000 4,650,000 


Jan. 1st. Balance ——— 
(PM 1,240,000)......... 124,000 
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The paper-mark final balance is 1,240,000, which is the sum of 
the final gold-mark balance, 124,000, plus the money-value loss, 
1,116,000. 

The notes-receivable and cash accounts are treated like the 
accounts-receivable account as far as stabilization procedure is 
concerned. One tenth of the final paper-mark balance in each is 
entered in the account as the correct, gold-mark balance, the re- 
maining nine tenths being written off as money-value loss. 


Capital stock 
Dec. 31st. Balance........ 1,000,000 Jan. ist. Balance........ 500,000 
May 10th. Sold for cash... 200,000 
Oct. Sth. 300,000 
1,000,000 1,000,000 
| 
Jan. ist. Balance......... 1,000,000 


The stabilization method leaves the balance in the capital-stock 
account at its nominal, actual par value. Such balance must, 
nevertheless, be corrected. This is accomplished by the following 
account: 

Account for valuation of capital stock issued 
Dec. 31st. Money-value gain 300,000 


The gold-mark equivalent of the capital stock issued is thus seen 
to be 700,000. The reasoning is as follows: The initial balance 
was GM 500,000. The 200,000 new issue of May 10th repre- 
sented, by assumption, a value of only GM 100,000. And the 
300,000 new issue of October 5th represented, by assumption also, 
a value of only the same amount in gold marks. The total of 
these is, therefore, GM 700,000. 


Surplus 
Dec. 3ist. Balance.......... 150,000 Jan. ist. Balance.......... 100,000 


Money-value gain.. 50,000 May 10th. Premium on capi- 
tal stock issued . 100,000 


200,000 200,000 


The gold equivalent of the PM 100,000 increase of May 10th in 
the account above was 50,000. A surplus account like this one is 
to all intents and purposes a capital-surplus account, the gains 
and losses from operations and most activities being carried in 
undivided profits. 
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I Reserve for depreciation 


\ Dec. 31st. Balance......... 110,000 Jan. ist. Balance........ 80,000 
. Dec. 31st. Increase ...... 30,000 
110,000 110,000 
| Jan. ist. Balance........ 110,000 


The depreciation provision of 30,000 above was made on a gold- 
mark basis. Hence, no correction is required. 


Bonds payable 
Dec. 31st. Balance: (PM 200,000) 20,000 Jan. 1st. Balance........ 100,000 
| Money-value gain. . 180,000 May Sth. Sold forcash ... 100,000 
Jan. ist. Balance: 


(PM 200,000) .. 20,000 


The value of money at May Sth, when an additicnal amount of 
bonds was issued, is assumed to have been 50 per cent. of that at 
January 1st. So the gold-mark equivalent of the new issue was 
only GM 50,000. Further decrease in monetary value, from 50 
per cent. at May Sth to 10 per cent. at December 31st, gives a 
gain of 40,000. This, together with 90,000 gain on the original 
balance and deduction for 50,000 overvaluation on the 100,000 
new issue at May Sth, gives 180,000, the amount of correction. 
There has been, of course, a gain of 90,000 gold marks on the orig- 
inal balance because only 10,000, on a gold-mark basis, is owed at 
December 31st for 100,000 gold marks formerly received. 

: It was this type of gain that ruined the thrifty middle classes ; 
and gave an impetus to industrial and commercial activity. | 

: Inasmuch as the real values of the various amounts 

owed creditors have decreased with monetary depreciation, | 

similar gains are realized on the other liabilities. The final paper- 

mark balance in mortgages payable is, for example, equalized 

down to a gold-mark equivalent only one tenth as great. 


Expenses 
Expenses for the year....... 370,000 Expense materials sold dur- 
15,000 
Dec. 31st. Net expenses... 355,000 


370,000 370,000 
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(d) Comments on correction of the individual accounts 

Assets and liabilities representing contractual amounts ex- 
pressed in the depreciating currency should have their paper-mark 
balances shown, as well as the gold-mark balances. Otherwise, 
the contractual amount in a given case will not be readily enough 
apparent. Accounts receivable are an example. The gold- 
mark equivalent of the final balance represents the gold value of 
such balance; but the paper-mark balance shows the amount that 
is actually receivable and thus the amount that will be the source 
of varying gold values in the future. The paper-mark initial 
balance was not shown because it was assumed to be the same in 
amount as the gold-mark one; i. e., the assumption is that at 
January 1st no monetary depreciation had begun. 


(e) Corrected final balance-sheet and profit-and-loss account 


Balance-sheet, December 31st 
GM 100,000 Capital stock: 
460,000 Nominal amount.... 1,000,000 
310,000 Less: Adjustment 
Accounts receivable........... 124,000 value........ 300,000 GM 700,000 
Notes receivable. ..........+.. 150,000 
4,000 Depreciation reserve.......... 110,000 
Deficit from operations: Bonds payable............... 20,000 
Undivided profits at Mortgages payable........... 25,000 
January Ist 20,000 Accounts payable............ 154,000 
Less: Net loss 25,000 5,000 
1,159,000 1,159,000 
Profit-and-loss account 
Dec. 31st. Expenses............ 355,000 Dec. 31st. Money-value gain on— 
Mortgage interest... .. 7,000 Capital stock. ..... 300,000 
Bond interest........ 8,000 50,000 
20,000 Bonds payable 180,000 
Depreciation......... 30,000 Mortgages payable 225,000 
Gross loss on goods ... 360,000 Accounts payable 1,386,000 
Money-value loss on— Net loss 25,000 
Machinery......... 90,000 
Accounts receivable 1,116,000 
Notes receivable 144,000 
36,000 
2,166,000 2,166,000 
4. Meaning of the profit-and-loss account when the gold-mark 
equalization method ts used 


(a) Significance of corrections to the individual accounts 
Entries in the preceding accounts to adjust paper-mark balances 
to gold-mark ones were referred to as money-value gains or losses. 
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Perhaps they should be designated as adjustments inasmuch as 
they are not in every case true gains or losses. As shown by the 
bonds-payable account, for example, new bonds of M 100,000 
were issued on May Sth, when the currency was worth only 50 
per cent. of its value at January 1st. The nominal amount has to 
appear in the account because it is the amount in which the debt 
is stated. But reduction to a gold value as of May 5th would 
have required a debit of M 50,000. Such an entry would be an 
adjustment, not a gain, inasmuch as no profit from monetary 
depreciation could have occurred as yet. At December 3ist, 
however, when the gold-mark equivalent had decreased to GM 
10,000, a gain of 40,000 had occurred. The actual debit labeled 
““Money-value gain,” 180,000, includes both the items just 
described. 

Such ‘‘gains’’ and ‘‘losses”’ are entered in the profit-and-loss 
account. They could be entered in a separate account and their 
net result transferred to the ordinary profit-and-loss account. 
This is not worth while, however, inasmuch as they comprise only 

: a fraction of the gains and losses resulting from changes in money 

value. There were various unrecorded changes of the sort during 
the year. For example, various expenses, like wages, were doubt- 
less paid in gold equivalents lower than the nominal amounts 
represented at the dates when others undertook to do the work 
leading to such expenses. Inability to determine the effect of 
general price changes on such expenses results in transfer of the 
total actual amount paid in paper marks to the ordinary profit- 
and-loss account. 
(b) Calculation of net profit or loss 

The net effect of both operations and changing prices must be 
the difference between the net worth at the beginning of the year 
and that at its close if, of course, the gold-mark equivalents of the 
assets and liabilities have been properly ascertained and entered 
and if there were no such surplus changes as result from declara- 
tion of dividends. In the preceding example there was a credit 
balance of GM 20,000 in the undivided-profits account at the 
beginning of the year and a debit balance of GM 5,000 in 
this account at the end of the year. Hence, the net result was a 
loss of GM 25,000. The effects of the individual operations and 
price changes, causing this figure to be what it is, are not known in 
detail when the balance-sheet accounts are equalized. But their 
net final effect must be the figure shown, inasmuch as it results 
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from comparison of balance-sheets. Only a more detailed and 
expensive method, correction of each posting, would have per- 
mitted the individual, detailed effects of operations and price 
changes on the amount of such final net gain or loss to be more i 
specifically ascertained. 

Perhaps the easiest way of ascertaining the net income or loss 
during a period of monetary change is comparison of balance-. 
sheets, which must, of course, both be on the same basis. Changes i 
in net worth as a result of dividends and the like must also be iy 
considered. This procedure is similar to that of determining . 
profit or loss when single-entry bookkeeping is in effect. 


5. General remarks 


Assets and liabilities, like paper-mark cash and paper-mark 
bonds payable, stated as a result of contract or of physical in- 
ventory in the depreciating money (i. e., ‘‘unvalorized”’) had to 
be equalized as previously illustrated. Those stated in a stable i 
money, as some were, like the gold mark or the U. S. A. dollar, 
did not have to be equalized. Monetary depreciation begins to 
become effective when an ‘‘unvalorized”’ asset is obtained for 
merchandise sold, and it ceases to operate as soon as a stable 
money or other merchandise is received in payment. i 

If there was no final balance in the account, no gold-money a 
equivalent value had to be ascertained and entered. This was a 
true of all purely nominal accounts; for example, the expense 
account in the previous illustration. 

For purposes of gold-mark equalization there may be said to 
have been two classes of items on a balance-sheet, viz., those that 
were carried forward periodically without, or with only little, 
change (e. g., fixed assets, capital stock and reserves) and those 
whose depreciating money values had to be _ periodically 
converted at balance-sheet dates to stable money equivalents 
(e. g., merchandise, accounts and notes receivable and payable, 
and fixed liabilities). If the stabilized value of an item in the 
former group was incorrectly determined, the results remained 
false as carried forward to later dates. But a similar error in the 
value of an item in the second group did not affect accuracy at a 
later date because items in this group had to be re-determined 
when a new stabilized balance-sheet was prepared. . 

With the rentenmark, which appeared in the closing weeks of 
1923, and the gold mark, which was restored in the early part of 
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1924, German accounting eventually returned to a more stable 
valuation unit, like the mark of before-the-war days. 

But the method that Germany developed of necessity to express 
values in terms of a unit more stable than the current money is 
still strongly applicable, not only in Germany but also in the 
United States. For although the monetary unit of a strong 
nation no longer fluctuates in terms of gold, it still fluctuates in 
terms of value, which, as economists have long been demonstrat- 
ing, is measured in the last analysis by purchasing power over 
goods and services. 
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What Information Does the Banker Want? * 
By E. SPERRY 


One authority (James H. Bliss, of Libby, McNeil & Libby) has 
stated that the important points to be considered in an analysis of 
a business for credit or investment purposes are: 


(1) Character, ability, experience and integrity of its organiza- 
tion; 

(2) Strength of its financial structure; 

(3) Business conditions affecting the industry and the individ- 
ual concern; and 

(4) Conclusions determinable from analysis of financial 
statements. 


It is therefore evident that the information which the banker 
wants covers a very broad field. The intention in writing this 
paper has been to limit the comment to such phases of the subject 
as will be of particular interest to the accountancy profession. 

Some of the thoughts brought out may, when first considered, 
appear unorthodox and radical. I would not have it understood 
that such thoughts are treated as an effort to criticize the profes- 
sion but rather that an effort is being made to present to the pro- 
fession a different perspective of its opportunities and obligations 
as seen through the eyes of one engaged in the field of finance. 

It is perhaps trite but none the less true to say that all credit is 
based on the fundamentals of character, capacity and capital, but 
there is no way of telling just what weight each of these funda- 
mentals should be given in making a decision on a given loan or on 
an ideal loan. 

Character is that elusive, intangible, precious something which 
is judged by the record of experience and must ring true. The 
consensus of opinion among those who pass on credit appears to 
be that any loan made in spite of the existence of a doubtful char- 
acter record is a dangerous loan. New concerns find it difficult 
to get credit because the character element is only in the making 
and the ultimate character product is a matter of conjecture. 

Capacity is another fundamental which is somewhat intangible, 
and therefore difficult to define. Capacity may be considered as 
an estimate of the ability of the management, a calculation of the 


* Address delivered at a meeting of Los Angeles chapter of the California State Society of 
Certified Public Accountants, 12, 1927. 
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possibilities of controlled properties and a general consideration 
of the prospects of accomplishing whatever is attempted. 

Capital, as a loan fundamental, is more tangible and therefore 
more susceptible of measurement. Business employs a number 
of devices for the purpose of ascertaining the amount of capital 
employed. 

The capital element is measured at times by an appraisal of the 
assets and liabilities existing. This method is most commonly 
resorted to in the case of contemplated change of ownership. 

A second method of judging capital worth is in use by the 
investor and consists of capitalizing the earnings of an enterprise. 

Probably the most common method of determining the capital 
worth of a business is the tabulation of its assets and liabilities in a 
balance-sheet Balance-sheets are commonly prepared at regular 
intervals and are almost invariably based on modern accounting 
systems. A picture of the events which have taken place between 
the balance-sheet dates is fairly well sketched by a study of the 
operating figures and of the surplus account. 

All these methods are useful and are often illuminating when 
applied at the same time to a given case. There can be little 
doubt, however, that in this day the best recognized method of 
measuring capital is that reflected in a series of reports based on a 
modern set of accounts. 

It is interesting to reflect on how much more truly accounting 
records are a basis for measuring capital today than was the case a 
score of years ago. Ours is a generation which has seen great 
progress in the application of better methods to business. The 
last quarter century was ushered in with the organization of 
many great business colleges which have had an immeasurable 
influence. During the last half of this period, Uncle Sam has 
been a great ally to better accounting in business by confronting 
the business men of the country with laws which have made ac- 
counting a necessity. Federal reserve banks have passed rules 
which require statements in passing paper. 

Speaking more directly to the subject, in commercial loans to 
manufacturing or mercantile concerns, it is indisputably true that 
the accountant’s report is being relied upon to an ever increasing 
extent as a basis in forming conclusions regarding the soundness 
of loans to customers in mercantile and manufacturing pursuits. 

While all audits are not :.ade for the purpose of providing a 
basis upon which to obtain bank credit, it is safe to say that the 
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major portion of them arises from this need, or that the resultant 
reports figure in credit arrangements. The accountant should, 
therefore, keep before him the possibility of every report being 
used as a basis for credit and should write his report accordingly. 

Auditors verify. Accountants interpret. Seldom do banks 
receive reports so written that supplemental analysis is not re- 
quired to bring out full interpretation. Banks make this analysis 
with much less information at hand than the accountants had. 
When banks make mistakes they usually favor themselves. 

It appears that there is, at times, an impression on the part of 
some members of the profession that they are representing the 
client and that they are justified in coloring the report so that it is 
cleverly and technically correct—but in many cases positively 
misleading. Fortunately, this attitude is the exception rather 
than the rule. 

John Eaton of the Merchants National Bank, Boston, Massa- 
chusetts, once answered the question, ‘‘ What does the banker ex- 
pect an audited statement to show?”’ by saying, ‘‘ He expects that 
it will set forth a correct (and impartial) picture of all the assets 
and all the liabilities of the company. And he expects that these 
various assets and liabilities will be classified and described with 
sufficient detail and exactness to enable him to form a satisfactory 
estimate of their value as a basis for granting credit.” 

Mr. Eaton later continued in the same address: “A plain 
condensed balance-sheet gives one little idea of a company’s 
operations. Without knowing how the figures have been de- 
termined, an intelligent analysis of them is impossible. It gives 
the present position only, and no idea of how this position was 
reached. Altogether too many of our audited statements are of 
this character. They are of little more value than the company’s 
own statement of its condition. Of course, we all like to see an 
accountant’s name at the bottom of a statement, indicating that 
an outside expert has been over the books, but if the concern has 
in mind having the audit made as an assistance in obtaining 
credit, the object is almost entirely defeated if the bank is not 
furnished with details enabling it to make a proper analysis of the 
figures.”’ 

I personally subscribe to all of Mr. Eaton’s ideas except that I 
would in many cases prefer a statement made direct by the bor- 
rower on our own form to the condensed balance-sheet with a short 
meaningless paragraph as a certificate. 
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Once having accepted a condensed certified balance-sheet, it is 
often very embarrassing to get the complete audit report or the 
additional data which would be had on our own financial state- 
ment forms. I cling to the view that accountants should only 
issue certified balance-sheets for the purpose of giving information 
to mercantile reporting agencies, newspapers, stockholders and 
perhaps to a few other groups and that all others, including execu- 
tives of the concern and banks, should receive the complete report. 

It is my opinion that the mere condensed certified balance-sheet 
is not fair from a credit viewpoint to either the client, the banker 
or the accountant. I think there should be supporting schedules 
describing the principal receivables, the principal payables, the 
chief classifications of the inventory, the investment holdings, the 
details of book value of properties the facts about subsidiary 
companies, and a list of the owners of the business including the 
stockholders of a corporation. This latter provision is especially 
a factor in California where the stockholders have a proportionate 
liability for the corporation debts. 

The statement forms which are generally used by banks are 
based very largely on the document Approved Methods for the 
Preparation of Balance-sheet Statements. This document was 
prepared by the American Institute of Accountants and the 
federal trade commission and has been promulgated by the 
federal reserve bank. I believe that if this document were to 
receive the attention and the following that it deserves, a very 
important and desirable step would be taken in the direction of 
standardized statements for credit purposes. 

Experience proves that there is a remarkable variance as to 
audit methods. Even in the case of balance-sheet audits, it is 
possible to make such checks and tests as wiil quickly and 
economically give the true situation without undue labor and 
expense. 

There is a growing feeling that in many cases, if not most cases, 
it is as important for the accountant to circularize the accounts 
receivable as a part of the audit as it is to reconcile the cash ac- 
count with the certificate from the bank. Far too often the audit 
of accounts receivable consists merely of checking a detailed list of 
the receivables with the controlling account. 

There is also a group which believes that inventories are often 
far too lightly treated in accountants’ reports. There can be 
little doubt that most of the manipulation of financial statements is 
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accomplished by the inventory route. It is therefore no wonder 
that bankers are not particularly pleased when they read in a 
report that ‘‘the inventory quantities and prices were certified to 
us by responsible officers after which we satisfied ourselves as to 
the arithmetical accuracy.”’ I think that it is vital to state 
whether or not the accountant was present at the time the 
physical inventory was taken. The method used in pricing the in- 
ventory is of greatmoment. Theclassification of theinventoryon 
the one hand as to amount of raw material, material in process and 
finished material, and on the other hand as to description of the 
principal commodities included is vital but frequently neglected. 

When there is material in process to deal with there should 
always be a discussion of how valuations have been stated. If 
there is no cost system, it is evident that the method of “by guess 
and by gosh”’ has beenemployed. The existence of a cost system 
calls for comment as to whether or not the system is satisfactory. 
It is essential to state whether or not the cost accounts tie in with 
the general books and on what basis the overhead is distributed 
and of what the overhead consists. 

All cost systems require a perpetual inventory as a part of their 
plan and many firms not using cost systems make use of perpetual 
inventories to excellent advantage. The accuracy of the per- 
petual inventory is worthy of comment. Particular attention 
should be directed to the matter of obsolete items included as 
inventory items. Perpetual inventory records help to uncover 
inactive obsolete items. 

Another balance-sheet section which is frequently slighted in 
the course of the audit is that of the liabilities. It is usual, of 
course, to get certificates as to the amount of the debt to banks. 
I think it is desirable to get such certificates also from the most 
important trade creditors and to make other careful checks to 
ascertain whether or not all liabilities to those creditors are cor- 
rectly stated. 

One of the most frequently neglected liability classifications is 
that of income tax. Experience has taught us that many clients 
have paid tax claims which were not shown on the books during 
the proper previous periods even though the cases were in litiga- 
tion. An examination should be made of one or more income-tax 
returns to determine whether they agree with the books after 
reconciliation and to establish whether or not the tax laws have 
been properly applied and minimum taxes paid. 
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Contingent liabilities are even more troublesome to ascertain 
and state correctly from the point of view of the accountant and 
the banker. The solution to the problem is far too often found in 
the complete absence of any statement about such items. 

The net worth of a concern is frequently fearfully and wonder- 
fully set up even on audited statements. In all cases this subject 
should be so treated that the investment, the retained earnings 
and the unearned or unrealized values reflected are clearly stated. 
This applies alike to individuals, partnerships and corporations. 
In the case of the last mentioned the promotion methods should be 
discussed and the details of authorized stock and issued stock care- 
fully and fully considered, and there should be careful differentia- 
tion between surplus “available for dividends” and other surplus. 

In the case of the certified balance-sheet, particular care should 
be taken to give all possible data in the statement of the net worth. 
It is dangerous to analyze the surplus account starting merely 
with the balance at the beginning of the period and reconciling to 
the balance at the end of the period, because facts important to 
the understanding of the true financial condition may be buried 
in the surplus account prior to the period under review. 

The operating statement is always necessary in making a study 
of the financial position of a firm. All bankers would agree that 
the operating data, in summary form at least, should be a part of 
every financial report. It seems to me that it would be possible 
and quite advisable to incorporate this data in condensed certified 
balance-sheets by incorporating in the statement of surplus the 
added amount for cash sales and credit sales for the period and the 
deducted amounts for cost of revenues, executive salaries, inter- 
est, depreciation and other items important enough to have 
individual treatment. The difference between the revenues and 
the deductions would then be carried into the statement in the 
usual way. 

A particular point is made of the necessity for operating data, 
as banks are more and more adopting the methods advocated by 
the Robert Morris Associates and particularly by their capable 
secretary, Alexander Wall, in examining financial data by the use 
of ratios. It would be well for all accountants to familiarize 
themselves with the data necessary to make such analysis for they 
would then have a much clearer conception of just what the 
banker wants. Mr. Wall’s book, Analytical Credits, would be 
one of my first recommendations for an accounting library. 
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James H. Bliss of Libby, McNeil & Libby is another important 
contributor to this field. 

There is an appreciated tendency on the part of some account- 
ants to incorporate in their reports comparative balance-sheets 
and operating statements. A few go a step farther and actually 
follow the recommendation in the document Approved Methods 
for the Preparation of Balance-sheet Statements wherein it is said, 
‘‘A statement of the disposition of the profits should then be pre- 
pared from this comparative balance-sheet as a further aid in 
impressing the meaning of the figures upon the mind.”” Such a 
statement has been very aptly termed a ‘‘ where got—where gone”’ 
statement and is invariably looked on with favor. 

It is a well known fact that some firms resort to the practice 
commonly known as “window dressing’’ at about the statement 
date. Bankers believe that there is an obligation on the part of 
the accountancy profession to aid in disclosing such attempts to 
disseminate misleading information. 

Accountants would find the banks very attentive to discussions 
regarding the general efficiency of accounting methods and the 
existence or non-existence of a proper system of internal check. 
No doubt, if the true conditions were known, and if accountants 
were courageous enough to cover such points, bankers would 
take such action that the accountants would have much system 
work to do. 

In recent years the business world has found much tothink of in 
relation to the subject of budgets. Some concerns have employed 
the budget with remarkable results, but most firms have considered 
them impractical or inapplicable to their particular affairs. 

Howard Coonley, president of the Walworth Manufacturing 
Company says, “Budgetary control is now one of the funda- 
mental policies of the Walworth Company. It is our record of 
the past, our index for the present and our guide to the future. 
We believe it to be an essential factor in our success.”’ 

It seems probable that there would be fewer cases of “‘over- 
expansion”’ and ‘‘over-trading”’ if there were more budgets em- 
ployed. The investigator may well inquire into the proposed 
financial plans with a view to determining how clear the manage- 
ment may be on the subject. The banker will be inclined to be 
comfortable as to the future quite in proportion to the care and 
thought which the business man demonstrates has been given to 
budget plans. Of course, the best possible test of the accuracy of 
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the business man’s budget plans is to compare past results with 
the corresponding budget plans. Consideration of the subject 
of the budget might well be made a part of the audit report. 

It is quite generally recognized that the financial reports of 
many concerns would be far more instructive and much easier 
to prepare if the concerns made the report on a fiscal-year basis 
rather than a calendar-year basis. The advantages to the 
banker of receiving statements prepared at logical inventory dates 
rather than arbitrarily as of December 31st include 


(1) Greater accuracy in the statements, and 


(2) Availability of current financial data at the time when the 
borrower is in a position to consider its financial require- 
ments for the coming season. 


You all realize, of course, the advantage of fiscal-year reports 
to the accounting fraternity in helping to eliminate the “dull 
season.’’ The matter can usually be arranged as far as the tax 
authorities are concerned. 
To summarize, I would again lay before you the following 
ideas: 
(1) Financial statements and audit reports are not the sole 
basis for determination of whether or not loans are to be 
made. 


(2) When credit is involved, accountants, who make lengthy 
investigations, should, in justice to themselves, their 
clients and the banker, standardize a policy of giving 
more detailed reports than the bare condensed certified 
balance-sheet, still so much in vogue. Detailed working 
papers in the accountant’s file do not aid in making loans. 

(3) Modern bank practice calls for financial data which are 
frequently not to be found in the audited reports which 
are submitted with credit applications. 

(4) The accountant would be of more assistance to the client 
and the banker if he included an interpretation of the 
financial data in his reports. 

(5) Detailed schedules supporting various balance-sheet and 
operating-statement items are essential in making a 
credit interpretation of condition. 

(6) There are many avenues open for further coéperation 
between the accountant and the banker. 
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EDITORIAL 


Ever since it became apparent that it . 

mers gaan was necessary to differentiate income 
from capital, and especially since the 4 

introduction of income taxation in the principal countries of the | 
world, there has been grave doubt in the minds of economists and 
legislators, to say nothing of the bench, as to what would be a 4 
comprehensive and yet sufficiently exclusive definition of income. | 
Noted economists of various schools have come forward from | 
time to time with what they believe to be adequate conceptions of I 
income, but the question has still remained unanswered in the t 
minds of practical men. Now, however, no less an authority q 
than Professor Irving Fisher of Yale University has expressed the 
opinion that the answer has been found. In a pamphlet entitled 
The income concept in the light of experience Professor Fisher says: 


“Yet it can be shown that a concept of income exists which clears up 
all ambiguities and leaves no room for misunderstanding or dispute by 
tax collectors or taxpayers, barristers or judges, pee ys or the public. 
This is the income concept adopted by me in 1897 and later more fully 
outlined and defended in 1906 in ‘The nature of capital and income.’ 
Having read, I think, every article or book attempting to over-throw this 
concept, I have yet to see an argument which has not been met and 
answered in ‘The nature of capital and income.’” 

We may take it, therefore, that the problem is not so insoluble as 
it has been considered. The author of the pamphlet before us is 
satisfied and, therefore, the rest of us should be content. There 
was a time when the world regarded college professors as a class 
apart from the rest of humanity, spending their time in abstruse : 
research and quite indifferent to the noise of the busy, practical 
world. Now, however, everything is different and even so great 
a student as Professor Fisher finds his name constantly before the 
public, whether he will or no. Consequently, when a professor of 
economy writes, he writes for general consumption. There is 
always danger that one who writes from a point a little above the 
rest of us will deal in absolutes, and it is not marvelous that his 
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dicta should be called in question. It would be delightful if we 
could only believe that the question of income definition has been 
settled, but after carefully reading what has been written in the 
present pamphlet it must be confessed that we are not convinced. 
To begin with, Professor Fisher, perhaps involuntarily, leaves the 
impression that, having settled the question, all that is necessary 
is to make the facts conform to concept—to use a rather hack- 
neyed word which is part of the equipment of most writers on 
philosophy. The author defines income in many words, but it 
seems that the whole matter may be summed up in this: Income 
is what one spends. He admits that all other definitions have 
been unsatisfactory and he differs rather emphatically from the 
opinions of other economists. He says in effect that there have 
been other views, but that the tendency is toward an acceptance 
of his definition. His theory is in a word that we should regard 
income as that portion of receipts, whether representing salary, 
interest, sale of real estate, or anything else, which is immediately 
used in producing psychic income to the recipient, i. e., for his 
benefit or entertainment. No doubt there is much to be said for 
a spendings tax (though that it would possess the sublime sim- 
plicity attributed to it by Professor Fisher may well be ques- 
tioned) but why insist on calling it an income tax? 


The Definition Does The method by which Professor Fisher 
Set Constnes attempted to convince his European 
readers (the article was apparently first 

published in German in Vienna) that legislatures and courts were 
coming round to his views is more interesting than convincing. 
He takes a few specific corollaries that would follow from his 
general propositions and treats approval of those corollaries as 
implying at least a degree of concurrence in the basic proposition. 
Thus one of these corollaries is that stock dividends are not 
income. Hence Eisner v. Macomber, in which the supreme court 
so held, is quoted. But the quotation does not include the para- 
graph in which the court after referring to economic concepts, 
popular usages and dictionaries, approved an earlier definition of 


the court: 


“Income may be defined as the gain derived from capital, from labor, 
or from both combined” 


with the proviso that 


“it be understood to include profits gained through a sale or conversion v 
of capital assets”’ 
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which incidentally is not income upon Professor Fisher’s theory. 
He sums up his legal discussion by saying that it shows ‘‘how the 
true theory of capital and income seems to be slowly working 
itself out.’’ But until the language just quoted is reversed, the 
theory that is being worked out can not be claimed to bear any 
strong resemblance to that which Professor Fisher seeks to thrust 
upon us. By similar methods he even seeks to make it appear 
that his concept is in accord with popular usage, though the mere 
fact that upon his theory such phrases as “spending more than 
his income’’ and ‘“‘saving half his income’’ are meaningless is 
sufficient to demonstrate the contrary. It is difficult to see what 


good such articles accomplish beyond producing psychic income 
to their authors. 


, There is a spirit of pessimism abroad in 
eae the land—a spirit which oppresses with 
singular effect the people who labor in 

what we call the professions. One hears on every side the old 
question, “Is it all worth while? Should we not do better for 
ourselves, our families, our generation if we abandoned all the 
high-falutin notions about being gentlemen and ladies and simply, 
frankly entered into a contest for money?’’ Out on one of the 
distant gold fields there was once a group of young adventurers 
who took unto themselves the title “‘The Witwatersrand Asso- 
ciation for the Acquisition of Wealth—Somehow.”’ Its members 
today are scattered far and wide in this world and the next. 
Perhaps some have achieved their purpose. It was not a very 
noble society. Its professed aims were not upward at all. But it 
had the merit of open confession. Would it not be well for our 
souls if we all let it be clearly understood that we had no higher 
desire than to acquire and to acquire—honestly, of course, but 
without any foolish and old-fashioned scruples, which might have 
been appropriate enough in the middle years of the Victorian 
reign but are quite anachronous now? Many men are asking 
that question in one form or another. They ask it in every 
profession. They ask it so often and so openly that they would 
deceive if it were possible the very elect. This is a commercial 
age, a pragmatic age, and old dreams, old ideals are forgotten. 
We are going the primrose way to the everlasting bonfire—at 
least it seems so. We worship in a new temple—and yet it is not 
new but the oldest of all—where the great god Greed presides. 
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There is no room for the folk who are over-nice about their 
principles. The crowds will surely trample under foot all who 
stop to think of anything but the adoration of the idol. There 
was a time, it is the wont to say, when there was more leisure and 
less incentive to struggle—a quiet, happy kind of a time when 
people paused to consider what was their duty in life, what their 
prospect when life had ended. It was a soft and idle time, which 
seems attractive in retrospect, but not a productive time, not a 
time in which such fine progressive men as we could be truly 
content. We are up and doing. We are rushing forward at a 
pace which would have perplexed and stunned our grandfathers. 
We keep abreast the flying minute. Why stop to give even a pass- 
ing thought to quaint notions of gentility and professional eti- 
quette or responsibility? Why indeed. Is it worth while? 


“The Horse-leach Hath A physician of good repute said the 
Two Daughters” other day in the course of a general 
discussion of the status of the profes- 

sions, ‘‘I hate to admit it, but I must: a great many, perhaps even 
a majority, of our medical men, are not wholly honest. It is my 
firm conviction, based upon the experience of many years and a 
rather comprehensive survey of practice in the principal English- 
speaking countries, that the average physician or surgeon is 
influenced strongly by the financial symptoms of the case.’’ He 
added, ‘‘I am not speaking now of the quacks which always have 
been, are and always will be. Against them it is easy to protect 
the public. With the coming of better education the harm 
which they can do will be less and less. And I haven’t very much 
sympathy, in any event, with the person who is deceived by an 
out-and-out quack. The dangerous practitioner is the one who 
because of the profits is blind to the truth. He is the man who is 
destroying the fair name of our profession. Take, for example, 
the suave and courtly physician who assiduously visits day by 
day the dear old ladies who have nothing in the world the matter 
with them excepting a senile desire to be pampered. This astute 
practitioner preys upon the credulity of his patients—if they 
have money—and sucks pecuniary sustenance from their pocket- 
books. And he calls that medical practice, by Gad.” A physician 
in a small country town, called to an emergency case in a house 
where want was better known than plenty, announced to the 
expectant father that it was going to be an instrument delivery 
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and he would require ten dollars extra for that service. He would 
not proceed until the ten dollars had been procured somewhere in 
the neighborhood. ‘And he calls that medical practice, by Gad.” 
Perhaps such things happen often. Fortunately one does not 
hear of all of them. But every such case is cause for the despair 
of those who love their profession and are thankful for the 
opportunities which it gives them to relieve their fellow men. 
There was a day when the physician was the leech by name. 
Sometimes he is just that. And so it is discouraging and the 
question is asked, ‘‘Why attempt to maintain a professional 
reputation, a code of ethics, when so many of us are thinking 
only of the money? Why not forget the traditions which have 
come down from before the age of Hippocrates and confess the 
truth, that we are as a whole a lot of money-grubbers? Would it 
not be more in keeping with the era in which we live?’”’ Well, let 
us think about it. 


The Truth of It is undoubtedly true that some prac- 

the Record titioners of medicine are lacking in the 
splendid attributes which have made the 

family ‘‘doctor’’ much beloved of young and old. It is true that 
some neurotic old money-bags are being fooled to the top of their 
bent at extortionate prices, which it would be flattery to describe 
as fees. It is true that there are men licensed to practise medicine 
who have the extractive powers of a mercury plate or a cyanide 
tank and no more soul than have those chemical devices. But 
what then? Is that the whole story? Let us remember the 
vigils by the bedsides of the poor, where the only compensation 
could be relief of pain—and what a glorious compensation is that! 
Let us remember the long hours of nerve-wracking surgery back 
of the battle line. Let us remember the faces peering eagerly 
through the night for the sight of buggy or car, the tense listening 
for sound of crunching wheels, and the sigh of relief when the 
“‘doctor’’ came in to take charge. Let us remember the thousand 
thousand unrecorded deeds of kindness and patient skill which 
have made brilliant the unwritten history of the profession. 
Let us remember the sacrifices made to bring medical science to 
its present heights. Let us remember above all that the noblest 
of the professions are those which minister to the soul and to the 
body. Remembering these things, is there any just reason for 
despair? What if there be a damned villain here and there? 
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What if there be hundreds such? While the gracious task of 
relieving suffering and bringing back health remains to be done — 
while there be peradventure only a hundred righteous men — the 
profession is safe. It is to be regretted most deeply that the gleam 
from the sky does not lure all to follow; but that does not destroy 
the gleam nor minify its potency. There is nothing to indicate 
that allis lost. What distresses the idealist is the nearness of the 
things which he detests. When the perspective is better the 
faults of detail willdisappearand the magnificent accomplishments 
of the profession will shine in all their well deserved glory. Think 
of the decline and fall of the medical profession, because forsooth 
there is a son or two of the bondwoman—why, as well may we 
think of the passing away of the instinct of motherhood. It may 
be salutary to attempt reform where reform is needed, but that 
does not signify weakness. It points indeed to strength. And 
there is high cause for pride of past and of accomplishment and of 
continuing opportunity to serve as a profession. 


They—the vague, intangible they—say 

Quo Vadis, Ecclesia? that the church is false to its trust, that 
the cloth is now a rag which covers no 

more than cant and hypocrisy. The sacred mission of the priest- 
hood is gone. Instead we have the unctuous, hand-rubbing 
dispenser of empty phrases. A minister has wandered in a dark 
lane. A priest has seduced and murdered an ignorant, credulous 
girl. A rabbi has heard a call which came not from behind the 
veil. There is a great striving after things which are temporal. 
The church divides into armed camps because of a word. Dogma 
is the master. Whoso accepts the traditions of the elders is to be 
saved. Whoso thinks about the verities in his own way is con- 
signed to the eternal flames. A sect shuts its eyes and will not 
open them to the light which the rising sun of knowledge is 
shedding upon things that we did not understand before. A few 
bigots adhere to the immutable perfection of an honored theory 
and all the rest of us may go hang. Well, what then? Let us 
think about it. It is true enough that there are many of us who 
are out of sympathy with the beliefs of others. It is undeniable 
that there are leaders of the various divisions in the army of the 
Lord who think more of the shadow than of the substance, and their 
petty wrangling over minutia is destructive of comprehensive 
faith. It is true that there are unworthy shepherds of the flock. 
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But do these things mean that the ministry is lost, its purpose 
achieved and its ancient place in the vanguard of the professions 
is to be relinquished? Let us remember the inspiring examples 
which have been set by the heroes of the church, those who have 
labored in city or hamlet, in homeland or on distant fields. Let 
us remember the infinite solace given to many a soul passing down 
into the deep waters. Let us remember the uncomplaining ac- 
ceptance of penury, privation, actual want which accompanied 
the preaching of the gospel. Let us remember the martyrs who 
paved the way for us that we might march smoothly and safely on 
our journey to the promised land. The men of the pulpit and 
the pastorate have never been avaricious, seldom ambitious, 
almost always ready to follow the voice of duty. They have 
walked and they walk in the footsteps of the Master. Is their 
profession failing? Shall they despair because a few have fallen 
short of their vocation? Why, how absurd it is even to think of 
that. When those who are here today shall go, as those who 
preceded them have gone, it shall be said, “‘and all the trumpets 
sounded for them on the other side.” 


. And what of the law? It has been a 

The Ancient Repu- 
cation of the Lew profession ever since men began to 
refer their differences to the decision of 
other men. It is a profession of which more bitter things have 
been said than of any other. It has always been exposed to at- 
tack because in the very nature of its duties it has been partisan. 
We hear a great deal of gloomy foreboding about its future. It 
is said that the lawyer of today is a cold-blooded mercenary who 
will serve only for fees which have no relationship to the value of 
the service rendered. It is the belief of many that the average 
lawyer will demand whatever he thinks the case can produce. 
How common is the saying, “I did not litigate the case. What’s 
the use of lining the pockets of the lawyers?”’ It has been said 
from the beginning. We hear of the shyster, the ambulance 
chaser, the legal crook of one sort or another, and some of us 
profess to think that the whole legal profession is corrupt. Well, 
let us think about it. It can not be denied honestly that there 
are far too many unscrupulous members of the profession. Every- 
one who reads the records of the meetings of bar associations and 
the like must be convinced of the existence of evil on the testi- 
mony of lawyers themselves. It is quite certain that a large 
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percentage of the names could be stricken from the legal register to 
the general benefit of the community. It is true that- the temp- 
tations to extortion which confront lawyers are powerful and 
not always resisted. But what then? Does all this mean that 
the legal profession has become a trade and that the ethics which 
have made it a profession are to be altogether cast away because 
they are not universally obeyed? What enduring work they 
have done, these lawyers, take them for all in all. They built and 
they maintain the framework of our national and international 
comity. They have preserved through the centuries the excellent 
spirit of their profession and it is not to be doubted that they 
will preserve it in the years to come. It is simply unthinkable 
that the law should become the lewd thing which some enemies 
prophesy for it. Messrs. Dodson & Fogg did not write the code 
of ethics of the bar. They did not observe the code when written. 
Their many successors will not be better than they were. But 
for all that the law is a great and living profession to which it is 
an inestimable honor to belong. The incursion of the methods of 
traffic into the practice of law do not foretell its overthrow. 


There are other professions whose early 
Other Professions  CO"version to trades has been lugubri- 
ously announced. Teaching, civil engi- 

neering, architecture and half a dozen more are shortly to lose 
their positions in the professions and to become a mere matter of 
bargain and sale, if all that is alleged be true. And one may as 
well admit at once that the commercialism of the age is a real 
menace to professional practice in every scope. What we are 
trying to demonstrate, however, is not the absence of danger— 
which would be ridiculous—but the stability of what is right. 
Now, what has been written about the old professions is, of 
course, introductory to consideration of the conditions in the new 
profession with which this review is primarily concerned. The 
latest addition to the family of the professions—that is to say, 
the latest which has received public and official recognition as a 
legitimate heir—is accountancy. It is closely allied to the opera- 
tions of trade and industry, and consequently it shares with the 
law the distinction of being exposed to the influence of commercial 
methods. And like the law it is being attacked from within and 
without for posing like a profession and acting like a trade. This 
does not imply that there is anything unworthy in the competi- 
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tiveness which is the life of trade. On the contrary, a trade con- 
ducted on professional ideals would be as impractical as a pro- 
fession conducted like a trade. It is being said of accountancy 
that its practitioners are not much more than salesmen eagerly 
offering their wares to every potential buyer. The ethics which 
accountants subscribe are flagrantly disregarded. The effort to 
observe the professional ideal is an unbearable strain upon the 
accountant. He needs money—or at any rate he yearns for it. 
He claims that he is ethical, but his friends and, above all, his 
competitors—save the mark—know that his ethics are largely 
oral. When there is a “job” in sight, or even when there is not, 
he goes out to meet it and to welcome it. He is willing to make a 
gesture of nobility if it does not cost anything. These are the 
allegations which are being made every day, by business men 
here and there, but by accountants everywhere. They are be- 
coming so addicted to the habit of calamity that their vision is 
somewhat distorted and they are mistaking a dunghill in the 
foreground for a mountain in the distance. Their error leads 
them to think that all the picture is unpleasant. The conclusion 
of the whole matter, they say, is this: “‘Accountancy as it is 
practised is not a profession—it is not even a properly conducted 
trade. It is nothing but a struggle for ‘jobs’. And the sooner 
we acknowledge the facts the better for all concerned. Then we 
shall be able to go out and steal each other’s clients—customers, 
then, let us say—without the least compunction.”’ Well, let us 
think about it. 


Ais ie Gh It would be worse than silly to deny 
What Then? that there is a modicum of truth in the 
contentions of the pessimists. All the 

offenses which are alleged exist. The breadth of their abiding 
is probably much exaggerated, but that is not the vital considera- 
tion. That they exist at all is bad enough. It is not difficult to 
fall into despair, until one looks deeply into the matter. It is 
disheartening to those who have wrought diligently year after 
year to place accounting on a professional plane, and to keep it 
clean and unsullied, when they receive incontrovertible proofs 
of unethical acts by accountants who not only know what the 
code of ethics requires but profess to be obedient to it. It is 
enough to destroy the sturdiest faith when an accountant who has 
made public obeisance to the ethical ideal is detected in some 
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shabby trick which a decent gambler would disdain. Is it any 
wonder that those who look to the higher conception of profes- 
sional duty are sometimes driven to declare in desperation: ‘Let 
us give up the fight. It is not worth while.” When one thinks 
of the renegade priest, the peddler of medical hocus-pocus, the 
extortionate lawyer, the grovelling accountant, one may be for- 
given for a temporary yielding to the devils in blue. It is all 
low and dirty and depressing, and no one who cares for the other 
sort can escape a feeling of chagrin and then of something closely 
akin to despair. But there are other things to be remembered— 
thank Heaven. Let us admit candidly that there are rotten spots 
in every profession and that no profession is guiltless. Let us 
admit that the professional ideal is abased and violated every 
day. Let us admit that what is abominable is common. Let us 
admit faults far more than the truth demands. What then? 
Have the professions served their purpose and are they going 
out into the night of oblivion? How preposterous is such a 
thought. Why, indeed, they are at the threshold of their great 
usefulness—all of them from the eldest to the youngest, which is 
accountancy. 


It is the part of discretion humbly to 
acknowledge and confess our manifold 
sins and wickednesses, as the Anglican 
prayer-book has it, but, having done all that, it may be permissible 
to exult a little, with proper humility of course, in our goodness 
and achievements. There is not reason for repining. There is 
not valid excuse for a faint heart. The facts are worth consider- 
ing. The truth is that the newly arrived profession has per- 
formed an almost unprecedented feat. It has made its place in 
the sun of public opinion within a generation. It has set up a 
code of ethics which is at least as high as that of any older pro- 
fession—in some ways higher than any other. It has brought 
about a sentiment among its practitioners so strongly in favor of 
ethical procedure that everyone who wishes to be known as an 
accountant of standing in the community gives the code lip 
loyalty at least. It has indicated the desirability of professional 
idealism even if it has not yet been able to force all to act as they 
know that they should. It has put so strong an emphasis upon 
ethics that no one can openly defy the code without grave loss of 
prestige. It has taken a thousand scattered and sporadic up- 


134 


The Débacle 
is Not Yet 


Editorial 


growths of practice and trained them, cultivated them, until 
they now produce true to the best type, generally speaking. It 
has kept astonishingly free from some of the evils which have 
afflicted the more ancient professions. It has done all this with- 
out great noise and bluster, excepting the inevitable trumpeting 
of an individual practitioner here and there who, having no con- 
structive work to do, had time to devote to vocal revelations of 
vacuity. It is a thousand times to be regretted that the purposes 
which the profession has at heart are not invariably carried to 
accomplishment. It would be delightful to be divine. But so 
long as most of us are merely human we can not reasonably ex- 
pect perfection—certainly not in a single lifetime. Accountancy, 
like every other profession, has much to do before it can sit down 
to rest. It will be a long climb to the top of the hill and when we 
get there we shall see other hills beckoning beyond. That is as 
it should be. Let us thank God that we have hills to climb and 
work to do and let us hear no more the voice of the discourager 
who would turn to a new by-way, not the way in which we have 
set our feet. There are many difficulties which distress us. 
There is many a stumble on the hillside, but we have everything 
in our power. The sky above us, the scenes around us, even the 
stones in the road are inspiring, if only we do know it. The way 
is there. 
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CONDUCTED BY THE COMMITTEE ON TERMINOLOGY OF THE AMERICAN 
INSTITUTE OF ACCOUNTANTS 


The committee on terminology is glad to report that, in response to its urgent 
invitation, it has received three interesting letters regarding the definitions pub- 
lished in the December issue of THE JOURNAL OF ACCOUNTANCY. All the 
writers express pleasure that the work of the committee has been resumed and 
each deals with a different item of interest. 

With reference to the definition of a certified public accountant it is pointed 
out that no mention is made of the fact that experience is required in addition to 
the other qualifications which are named. The rules of the different states vary 
greatly as to the amount of experience required by an applicant for a C. P. A. 
certificate, but the committee welcomes the criticism and suggests the addition 
of the word ‘‘experience”’ after the word ‘‘education”’. The definition will then 
read: 

ACCOUNTANT, CERTIFIED PUBLIC 

An accountant to whom a state has given a certificate showing that he 
has met its requirements as to age, education, experience, residence, 
nationalityand moral character and that he has some the prescribed exam- 
inations in proof of his professional ability. Such an accountant is per- 
mitted to use the designation C. P. A. as an abbreviation after his name in 
the state which grants the certificate. 


It will be seen that the requirement as to nationality is also added, as some 
states decline to grant a certificate to an alien. 

Another letter brings out two interesting ideas. The writer reminds us that 
accountants are frequently requested to report on operations for a stated period, 
which often does not coincide with any fiscal year, and suggests the use of the 
term ‘“‘income audit”’ for such examinations. 

The committee is in hearty sympathy with the writer’s desire to emphasize 
the constantly growing realization of the relative importance of operating ac- 
counts. Formerly, one school of accountants considered a balance-sheet as a 
final and conclusive statement; later, it was generally recognized that it is seldom 
a statement of facts, but rather an expression of opinion, although always indis- 
pensable (apart altogether from its use for credit purposes) as a confirmation of 
the statment of profits and as an indication of the possibility of paying out those 
profits in due course. 

It was this idea which led the committee to change slightly the definition of a 
balance-sheet audit as given in the federal reserve bulletin, so as to emphasize 
somewhat the necessity of examining the operating accounts. 

The committee’s definition has, however, been misunderstood by one or two 
accountants, who thought that it permitted less examination of operating ac- 
counts than the federal reserve bulletin. The committee would, therefore, add 
to its definition, so as to make doubly sure, the words ‘‘the permissible mini- 
mum being not less than that prescribed by the federal reserve bulletin.” 

The committee leans to the opinion that an examination of operating ac- 
counts, for an irregular period, would fall under the definition given for ‘‘spe- 
cial audit” or ‘‘examination,” and that no new term is required. 
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It might accurately be described as an ‘income audit,’’ as suggested by the 
correspondent, but the members feel that this is not a current expression and 
that they are not commissioned to introduce new terms, but to define those 
which are in general use. This question was discussed by them ‘n relation to 
the use of terms suggested by current authorities in recent editions of their 
books. 

The third correspondent deals with one of the most important definitions 
published, namely that of a balance-sheet audit, and suggests that the definition 
given in the December issue of the JOURNAL does not give ‘‘a definite, concise” 
description of such an audit. 

The committee welcomes discussion on this point, but at present does not 
feel able to suggest anything more defin te. As has been said above, the duty 
of the committee is to draw suggestive definitions of words and terms in current 
use; it would be transgressing its bounds if it suggested new phrases or at- 
tempted to furnish instructions which would be proper in a manual of account- 
ing. It can go no further in such directions than to suggest that certain words 
should be used only to express certain specified meanings, or that the use of cer- 
tain other words should be limited or abandoned. 

The circumstances place any such committee as the present on the horns of a 
dilemma: on the one side are these limitations, on the other is the necessity to 
define something which may vary in degree from a statement of condition of a 
large manufacturing, industrial or financial concern, with numerous affiliated 
and subsidiary concerns involving every kind of technicality known to account- 
ancy, to one for a small retail store involving merely a verification of current 
assets and liabilities. The present committee feels that the definition of any 
such thing must, of necessity, be expressed in terms so broad that it may be sub- 
ject to the charge of indefiniteness and that the circumstances of each case must 
determine the particular work to be done and the account of that work to be 
given in the report. 

These remarks are not to be taken as an apology but rather as written in the 
most friendly yet provocative spirit, in the hope that they may lead to further 
discussion of an important matter. 
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Income-tax Department 
EDITED BY STEPHEN G. RusK 


The thought has recurred to us many times that congress did not thoroughly 
consider the effect of limiting the time in which a taxpayer could appeal to the 
United States board of tax appeals to sixty days from the date when the com- 
missioner mailed his final determination letter to the taxpayer. It has oc- 
curred to us, also, that the board might exercise some discretion as to this 
limitation in such cases as Lorenza C. Dilks v. Commissioner, recently decided 
in the United States circuit court of appeals, seventh circuit. 

In this case it appeared that the taxpayer's appeal was received by the board 
on the sixty-first day, and that the delay was occasioned by the fact that the 
commissioner had misdirected the final determination letter to this taxpayer’s 
former address, though the commissioner's files contained the later, correct 
address. The court directed the board to hear this taxpayer's case on its 
merits, after carefully reviewing all the attendant facts. 

We can not see any good reason for requiring such prompt action of the 
taxpayer, especially where the preliminary proceedings have been dragged out 
over a period of years by the delays of the bureau of internal revenue. In 
view of the large number of appeals yet unheard and of the extraordinary 
delay after hearing of the board’s decision, this provision of the law seems 
somewhat absurd. 

While it is quite true that the post-office deliveries are almost unassailable as 
to speed and accuracy, still therc are times when letters are greatly delayed 
in delivery even where they have been properly addressed. The writer can 
testify to this fact, for two letters addressed to him, and dropped in the mail- 
box in Philadelphia in 1917, were received by him in the fall of 1927. Just 
a bit over ten years had elapsed between the date of mailing (clearly postmarked 
on the envelopes) and the date of receipt. Fortunately the letters contained 
nothing urgent or important, so the delay meant nothing serious. However, 
they were of more than passing interest when received, for they revived the 
memories of that war-time year. 

If a taxpayer failed to receive a final determination letter, and because of it 
was later assessed a deficiency, he would have difficulty in establishing the 
fact that he had not received it in ‘due course of mail.” 


SUMMARY OF RECENT RULINGS 


Where part of an estate tax as shown on the return was paid, and later 
erroneously refunded, a demand for such amount is not properly the subject 
of a deficiency assessment and the amount so refunded remains as a definite 
ascertained amount recoverable by suit. (U.S. district court, S. D. California, 
southern div., United States v. Lora A. Pratt Kelley.) 

In a suit for the recovery of taxes paid, the determination of the commissioner 
is prima facie correct, and the burden of proof is upon the complaining tax- 
payer to prove the contrary by a preponderance of evidence. (U. S. district 
court, N. D. Ohio, E. D., C. C. Thompson Pottery Co. v. C. F. Routzahn, collector.) 
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Where securities were transferred by a decedent in 1919 as a gift except 
as to the amount spony to purchase an annuity to be paid to the decedent’s 
wife during her life, and if he survive her, to the decedent for his life, the amount 
necessary to produce the annuity was held to be a transfer intended to take 
effect in possession or enjoyment at or after death. (U. S. court of claims, 
Amalia and William A. Hirsh, executors, v. United States.) 

The fair market value on March 1, 1913, of land subject to adverse claims 
which, in a suit for ejectment, were declared unfounded and invalid by the 
courts in 1916, was fixed at the value of the fee at that time and was not 
effected by the existence of such unfounded adverse claims. (U. S. district 
court, W. D. Pennsylvania, Charles P. Hewes v. D. B. Heiner, collector.) 

The United States is entitled to the unexpended balance of composition 
funds deposited pursuant to a composition agreement approved by the court 
to meet all preferred claims, including a claim of the government for taxes; 
costs and composition dividend, where it later established a claim for taxes, 
admitted to be due, in excess of, but limited its claim to, such balance. (U. S. 
district court, E. D. Pennsylvania, Moyer’s Home Store, Inc., bankrupt.) 

A taxpayer who borrows money at usurious rates may, as against the govern- 
ment, disclose the true relationship of debtor and creditor, where compelled 
to execute a document incorrectly describing the relationship of the parties, 
in order to conceal the usury, and may deduct the sums paid as interest. (U. 
S. circuit court of appeals, seventh circuit, Arthur R. Jones Syndicate v. Com- 
missioner of internal revenue.) 

The board of tax appeals is directed to hear on its merit an appeal filed with 
the board sixty-one days after the mailing by the commissioner of an incorrect} 
addressed notice of determination. (U. S. circuit court of appeals, sevent 
circuit, Lorenzo C. Dilks v. David H. Blair, commissioner.) 

The imposition of interest on taxes accrued under the act of 1916 for the 
year 1916 for which a bona fide claim in abatement was filed January 9, 1919, 
and the taxes demanded paid on December 27, 1919, is governed by the in- 
terest provisions of the 1916 act. The proviso in section 1400 (b), act of 1918, 
for the collection of penalties or forfeitures does not apply, since the interest 
prescribed in the act is recoverable as interest and not as a penalty. (U.S. 
district ones E. D. Pennsylvania, William Carnill v. Ephraim Lederer, 
collector. 

Gain from sale of stock (presumably prior to the act of 1924) by a trustee of 
a revocable trust of which the grantor was the beneficiary, is taxable to the 
trustee and not to the grantor, who never exercised the power of revocation, 
and parted with all control over the trustees. (U. S. district court, E. D. 
Pennsylvania, Clarence A. and William G. Warden, executors v. Ephraim 
Lederer, collector.) 

The obligation to pay a tax computed on the community property basis 
can not be escaped by a husband and wife, residents of California, by an agree- 
ment between them that the earnings of both should be contributed to a 
common fund of which they were equal owners. (U.S. circuit court of appeals, 
ninth circuit, David H. Blair, commissioner, v. W. A. Roth.) 

The running of the statute of limitations is started by a return filed by a 
husband which included the income of his wife, both residents of Texas, dis- 
closing that his wife was not making a separate return, and not by the later 
filing of separate amended returns. (U.S. district court, N. D. Texas, Wichita 
Falls Division, Mack Thomas and wife v. United States of America.) 

A corporation in the business of soliciting and writing fire insurance, renting 
real estate as the agents of the owners, selling real estate, negotiating loans, was 
held (a) to have only a nominal capital in 1917 and (b) to be entitled to per- 
sonal-service classification for 1918, 1919 and 1920. (U. S. district court, 
S. D. Georgia, Augusta division, Alexander and Garrett v. United States.) 
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AMERICAN INSTITUTE EXAMINATIONS 


(NoteE.—The fact that these solutions appear in THE JOURNAL OF 
AccounTANCcy should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of the 
editors of the Siudents’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PArrtT I (continued) 
November 17, 1927, 1 P. M. to 6 P. M. 


No. 3 (18 points): 

The following communication was received by the National Bank of Extown 
from one of its branches: 

“On April 21st our San Francisco corres pnntont wired you (the head office) 
advising you of a ooo made by Byrd & Co. amounting to $2,000 for account 
of Seach K. The San Francisco bank credited our account (Branch H). 
You, upon receiving the wireless, credited Branch K and debited San Francisco. 
On receiving, May 15th, the San Francisco transcript of April 21st, withthe 
credit of $2,000, we debited San Francisco and credited Branch K. Upon re- 
ceiving advice of our credit to Branch K, they debited us and credited you, 
under advice of May 17th. Upon receipt of this advice, May 19th, you re- 
versed your entry with Branch K of April 21st by debiting Branch K and 
crediting San Francisco bank. Now, on June 15th, we receive a debit from 
San Francisco, dated June 3rd, reversing their entry of April 21st. So, by 
debiting us on June 3rd, they must have credited you. We have not recorded 
this debit on our books, awaiting further instructions from you. 

“How can this muddle be straightened out?” 

Show the entries necessary to adjust the transaction and, incidentally, how 
all accounts appear after adjustment. 


Solution: 

The first step in the solution is to determine how the entries for the various 
transactions appear on the books of the various offices. This is accomplished 
by the following analysis showing the journal entries as they would appear in 
the case of each set ut accounts. 

Entries (7), (8), (9) and (10) are the adjusting entries necessary to adjust the 
transaction in the accounts of all offices. 


The ledger accounts after posting adjusting entries will appear as follows: 
On books of San Francisco Bank: 


192- Cash 
April 21 (1) $2,000 
Branch H 
192- 192- 
June 3 (6) $2,000 April 21 (1) $2,000 
National Bank of Extown 


192- 
June 3 (6) $2,000 


(Note.—Both ‘‘Cash” and ‘‘ National Bank of Extown” accounts would, of 
course, contain other entries not involved in this problem.) 
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On books of Branch H: 
San Francisco Bank 


192- 192- 
May 15 (3) $2,000 ? (7) $2,000 
Branch K 
192- 192- 
? (7) $2,000 May 15 (3) $2,000 
On books of Branch K: 
Branch H 
192- 192- 
May 17 (4) $2,000 ? (8) $2,000 
Home office 
192- 192- 
? (8) $2,000 May 17 (4) $2,000 
? (9) 2,000 
Byrd & Co. 
192- 192- 
? (9) $2,000 
On books of National Bank of Extown (home office): 
San Francisco Bank 
192- 192- 
April 21 (2) $2,000 May 19 (5) $2,000 
? (10) 2,000 
Branch K 
192- 192- 
May 19 (5) $2,000 April 21 (2) $2,000 
? (10) 2,000 


If the National Bank of Extown required that all inter-branch transactions 
be made through the home office, the debits and credits to the other branch ap- 
pearing on the books of either branch would be changed to debits and credits to 
the home office, and it would be necessary to make entries in the home-office 
accounts debiting and crediting the branches. 

This problem could also be solved by reversing all entries made as a result of 
this transaction on the books of all offices and then making the following entries: 

On books of San Francisco Bank: 


Date 


National Bank of Extown.............cecsee0. $2,000 
To record deposit by Byrd & Co. on April 21, 192-, 
for account of Branch K of National Bank of Extown. 


On books of National Bank of Extown: 


To record payment made to San Francisco Bank by 
Byrd & Co. for account of Branch K on April 21, 192-. 
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On books of Branch K: 


To record payment made by Byrd & Co. for our ac- 
count on April 21, 192-, to San Francisco Bank and 
credited by that bank to home office as of June 3, 192-. 


No. 4 (24 points): 

Following the close of the year 1926, aay are called upon to make a balance- 
sheet audit for a concern engaged in the manufacture of newsprint and find 
the following circumstances: 

The company was organized the latter part of the year 1913. The plant was 
completed in 1914 and used for experimental work in developing a new process 
of paper-making during 1915 and 1916. 

The bureau of internal revenue has ruled that the plant started operations on 
a commercial basis on January 1, 1917. 

The original construction cost accounts have been destroyed and the only 
— relative thereto you find in the following entries as of December 


and material) 
(Awarded construction laborers for injuries) 
(1914-15 salary of president and general man- 
ager, $20,000) 
a ane and administrative expense, 90%, 


(1916 salary of president and general manager, 
10,000 


(1916 office and administrative expense, 90%, 


The president and general manager at that time was a construction engineer 
who devoted his entire time to supervising the construction of the mill. It was 
estimated, in 1917, that 90 per cent. of the office and administrative expenses 
should be charged to cost of construction. 


$200,000 
The S Appraisal Company has placed the replacement 
oe of the plant at $2,000,000 at December 31, 


Upon inquiry about this entry, the complete appraisal of a reputable ap- 
praisal company is placed in your hands. 

In September, 1926, the frame superstructure of the machine-room, having 
become dangerous through decay caused by climatic and manufacturing con- 
ditions, was demolished. The brick and concrete foundations and floors were 
reinforced and a modern concrete and steel superstructure erected thereon 
which was completed December 31, 1926. 

The ae was in operation during construction. 

The bureau of internal revenue has allowed 5 per cent. per annum deprecia- 
tion on the correct amount of machine-room construction in accordance with 
the regulations and proper reserves for the years prior to 1926 have been set 
up on the books. Depreciation on the old structure was entered on the books 
for the full year of 1926. No depreciation was taken on the new construction 
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which cost $215,000 including $15,000 cost of demolishing the old structure. 
The bureau will allow 2% per cent. per annum depreciation on the new struc- 
ture as a unit. The new construction is carried in an account called “ Ap- 
propriation No. 40” at $215,000. 

‘ = the appraisal book, the machine-room construction is summarized as 
ollows: 


Excavations, brick and concrete foundations and floors......... 109,090.91 
Engineering and overhead (10%)... 18,181.82 


What entries would you suggest to reflect fully the demolition of the old 
building and the correct total balance for the new building to be carried on 
the books? Give full explanations. 

What, if anything, would you do with the $200,000 appreciation of plant? 

Would your solution of this problem be different if the frame superstructure 
had been in first-class condition but had been demolished only in the interest 
of increased efficiency of the plant? 

Solution: 

With respect to the $200,000 appreciation of plant and equipment, the audi- 
tor should, of course, point out the objections to the entry whereby the amount 
thereof was credited to the surplus account. Inasmuch as the appreciation 
did not, at December 31, 1916, represent a realized profit, the credit should 
have been to some such account as ‘‘ Unrealized appreciation of plant and equip- 
ment”’ rather than to the surplus account. 

If the provisions for depreciation, since December 31, 1916, have been based 
upon appraised value, a portion of the $200,000 has been realized in the sense 
and to the extent that charges to operations for depreciation have been in 
excess of the amount of such charges based upon cost. The amount of such 
realized appreciation may properly appear as surplus. 

Appreciation in these assets might also have been realized by sale of the 
assets, but, as no sale has taken place in this instance, the only part of the 
$200,000 which was realized at December 31, 1926, was that portion, if any, 
realized by charges to operations for depreciation based upon appraised values. 
The auditor should, therefore, in the preparation of a balance-sheet as of De- 
cember 31, 1926, segregate the unrealized portion of the appreciation and 
present it in such a way that the nature thereof will be apparent. He should 
also, it would seem, recommend that a similar segregation be made in the 
accounts of the company. 

If the company has used cost as a basis for computing depreciation, the 
entire $200,000 of the appreciation was unrealized at December 31, 1926. 

On the assumption, however, that depreciation has been based upon ap- 
praised value, the realized portion ot the appreciation could be determined if the 
rates of depreciation used were known. But in the problem only the rate used 
for machine-room construction is given. The portion of the appreciation of 
machine-room construction realized to December 31, 1926, on this assumption, 
and on the additional assumption that the total appreciation applied pro rata 
to all assets, would be computed as follows: 


Appraised value of plant and equipment................ $2,000,000 
Appreciation shown by appraisal....................00. $200,000 
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The appreciation is, therefore, 10 per cent. of appraised value. 


Appraised value of machine-room construction........... $200,000 
Appreciation—10% of appraised value.................. $20,000 


On the assumption, then, that depreciation has been based upon appraised 
value and that the rate of 5 per cent. per annum has been used, 50 per cent. of 
the total appreciation of $20,000, or $10,000 thereof, has been realized to 
December 31, 1926. 

It is assumed that the reference in the problem to the rate of depreciation 
allowed by the bureau of internal revenue (50 per cent. per annum) is sufficient 
authority for assuming that the provisions for depreciation and, therefore, 
the credits to the reserve for depreciation have been computed and recorded 
in the accounts at that rate. However, it is not stated whether that rate has 
been applied to cost or to appraised value, and, if to the latter, whether the 
credits to the reserve account have been equal to the total amount of the pro- 
visions for depreciation or to only that portion of such provisions as apply to 
the cost of the assets. The problem does state that proper reserves have been 
set up on the books, and, from the wording and the fact that the word “‘ proper” 
is italicized, it would seem that by “ proper reserves’’ were meant those com- 
puted on some basis other than ‘the correct amount of machine-room con- 
struction in accordance with the regulations.’’ The editors of this department 
are reluctant to attempt to decide what is meant, here, by proper reserves and, 
instead, submit alternative entries based upon the two possibilities enumerated 
as to credits to the reserve account. 

The appraised value and the cost of the frame superstructure of the machine 
room are determined as follows: 


Appraised Cost 
value (90% of appraised value) 
Frame construction................. $72,727.27 $65,454.54 
Engineering and overhead (10%)..... 7,272.73 6,545 .46 
$80,000 . 00 $72,000.00 


The entries necessary to reflect fully the demolition of the old building and 
the correct total balance for the new building to be carried on the books would 
be as follows (entries relating to appreciation being confined to that portion of 
the appreciation applicable to machine-room construction): 


I. On the assumption that provisions for depreciation have been based upon 
cost, the credits to the reserve account, therefore, having been on that basis, 
the following entries, as of December 31, 1926, would be necessary: 


Unrealized appreciation of plant and equipment... . $20,000 
To transfer from surplus account the unrealized 

portion of the appreciation of machine-room construc- 

tion credited thereto as of December 31, 1916. 
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Unrealized appreciation of plant and equipment. ..... 8,000 
$80,000 


To remove from plant account the appraised value 
of the machine-room superstructure demolished and 
from the reserve for depreciation account the amount of 
the reserve applicable to such superstructure, charging 
the excess ot the appraised value over the cost thereof 
to the unrealized appreciation account and the unde- 
preciated balance of the cost to surplus. 


(3) 
200,000 
$215,000 


To transfer to plant account the cost of the new 
machine-room construction, charging to surplus the 
cost of demolishing the old frame superstructure. 
II. On the assumption that provisions for depreciation have been based 
upon appraised value, the credits to the reserve account having been for the 


same amounts, the following entries, as of December 31, 1926, would be 
necessary: 


Unrealized appreciation of plant and equipment... . $10,000 
To transfer from surplus account the unrealized 

portion of the appreciation of machine-room construc- 

tion credited thereto as of December 31, 1916. 


(2) 
Unrealized appreciation of plant and equipment...... 4,000 
$80,000 


To remove from plant account the appraised value 
of the machine-room superstructure demolished and 
from the reserve for depreciation account the amount 
of the reserve applicable to such superstructure, charg- 
ing the unrealized portion of the appreciation to the 
unrealized appreciation account and the undepreciated 
balance of the cost to surplus. 


(3) 


To transfer to plant account the cost of the new 
machine-room construction, charging to surplus the 
cost of demolishing the old trame superstructure. 
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As a general statement of the principles involved in determining the amount 
to be capitalized when old structures must be demolished to permit the con- 
struction of new, or when costs of alteration or reinstallation of existing facili- 
ties must be incurred, it is usually stated that: 

(a) The residual value of property retired before it has been fully depreciated 
should be removed from the asset account and written off the books on the 
theory that there is no benefit therefrom to subsequent periods and/or that 
such residual value results from past errors in judgment in failing to make ade- 
quate allowances. 

(b) Additional expenditures, in the nature of costs of altering or demolishing 
portions of facilities existing at the time of acquisition, which are merely nec- 
essary additions to the cost of the facilities, may properly be capitalized. 

(c) Expenditures which result in an increase in efficiency and enhance the 
capacity to produce income of existing property or which definitely increase its 
sale value or value as security for debt are usually held to be proper additions 
to capital account (provided such expenditures do not merely make up for de- 
ficiencies in past maintenance expenditures). However, if such expenditures 
were required as a result of obvious errors in judgment made in the past, it 
would appear to be of questionable propriety to capitalize any portion of the 
total expenditures in excess of what they might reasonably be expected to 
amount to under the exercise of a reasonable amount of prudence and fore- 
sight. 

It is trite, but true, to say that the circumstances in individual cases should be 
investigated and the treatment applied with great discrimination. It is easy 
to conceive of instances in which departure from any of the principles just 
stated would be fully warranted. For example, let us assume a situation with 
respect to a certain plant facility which is half depreciated at the time it is de- 
cided to add to the line of products and seek additional markets, an increase in 
the capacity of the plant facility in question being thereby necessitated, al- 
though the existing capacity is adequate for the manufacture of the present 
product. It proves to be more economical to enlarge the existing facility to the 
required capacity than to acquire an additional unit for the new product, in 
spite of the fact that the process of enlargement requires the virtual scrapping of 
the existing unit and replacement with the new one. Certainly, in such a case, 
the undepreciated portion of the asset is more properly treated as a charge 
against future operations than as a charge agairist past operations, and would, 
therefore, be more logically carried forward than written off as a mistake of the 
past. 

After deciding what portion of an expenditure is to be carried into the 
balance-sheet, it is still necessary to decide whether such amount should be 
included in the fixed-asset accounts or carried separately as a deferred charge. 
Where an expenditure increases the intrinsic value of an asset, it would appear 
correct to charge it to the asset account. If, however, it appears justifiable to 
carry to the balance-sheet, in a given instance, the residual value of the asset 
abandoned or demolished, or the expenditures incurred in alteration, rein- 
stallation or demolishment of the asset, it would seem the better practice to 
carry such items as deferred charges to the future periods benefited than to 
include them in the asset account proper, at least to the amount of the original 
installation cost. 
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If the frame superstructure had been in first-class condition but had been 
demolished only in the interest of increased efficiency of the plant, it would 
appear proper to treat the cost of demolishing the old structure as a deferred 
charge. The propriety of similarly carrying forward the residual value of the WW 
asset demolished would be considered in the light of all the circumstances, in- 
cluding some not stated in the problem. If the inefficiency or inadequacy ap- i 
peared to be the result of poor judgment in the original planning or construc- ri 
tion, the residual value should be written off. But, if the inefficiency is the 
result of a change in products, the development of new and unforeseen markets, 
or similar conditions which could not reasonably have been anticipated, the 
residual value could rightfully be treated as a deferred charge. In doubtful 
cases, the decision should be on the side of conservatism and the asset written 
off. 

It should, perhaps, be mentioned that all the charges to the cost of the plant 
and equipment, aggregating $1,800,000, appear to be proper in view of the 
explanatory data given. Also, it may be noted that the reference to the rate of 
2% per cent. per annum which the bureau of internal revenue will allow on the 
new structure is not necessary for the solution. 

No. 5 (24 points): 
A city wishes to buy new fire equ penn, , costing $500,000, with an estimated 


life of ten years and no salvage value. It is necessary to issue bonds to pay 
for this purchase although, at the present time, interest rates are high—6 per 
cent. payable annually. 

How would you suggest that these bonds be issued and what would be the 
annual cost to the taxpayers? 

It is expected that a sinking fund would not earn more than 3 per cent. on the 
average 


Bonds will be issued in denominations of $100 and multiples thereof. 


Given: 
(1.06)* = 1.689479: 1.790848 
(1.03)* = 1.304773: (1.03)! = 1.343916 
Solution: 
Three different suggestions may be made as to methods of issuance of these 
bonds: 


(a) If a sinking fund with annual contributions were used to retire the bonds 
at maturity, calculating the interest on the annual contributions at 3 per cent. i 
compounded annually, a sinking-fund contribution of $43,615.25 and an inter- ’ 
est payment of $30,000.00 (a total of $73,615.25) would be necessary in each of 
the ten years of the life of the bonds. The amount of the annual sinking-fund 
contribution is computed as follows: 


Given (1.03) = 1.343916 
Deduct 1. 


— 


Compound interest . 343916 


Compound interest (. 343916) divided by the rate (.03) equals the amount of 
an ordinary annuity of 1 (11.46387931), 

Since annual contributions of 1 at 3 per cent. per annum for ten years will 
produce a fund of 11.46387931, the amount of the annual contribution required 


(at 3 per cent. per annum compounded annually) would be $500,000.00+ 
11.46387931 or $43,615.25. 
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If the city charter permits, serial bonds should be recommended, because: 

(1) The high rate of interest (6%) payable on the bonds is double the esti- 
mated rate of return (3%) on sinking fund, and, accordingly, the saving to the 
taxpayers increases in proportion to the rapidity of retirement of the bonds. 

(2) A definite amount raised by taxes each year for payment of a like amount 
of interest and bonds to be retired is preferable to the building up over a period 
of ten years of a sinking fund which may be misused. 

(b) The amount of the equal annual instalments necessary to pay interest 
and retire bonds serially may be found as follows: 


The principal of the debt, $500,000, is the present value of an annuity and the 
equal annual instalments are the rents produced. 
Given: (1.06)” = 1.790848 
1+1.790848 . 55839478 (present value of 1) 
1— .55839478 .44160522 (compound discount on 1) 
.44160522 + .06=7 . 360087 (present worth of an ordinary annuity 
of 1) 
$500,000 +7 . 360087 = $67,934 annual instalment. 
As the bonds are in multiples of $100, a slight variation in the annual pay- 
ment occurs. 


Table of reduction of indebtedness 
Equal annual instalments 


Year Total Unpaid 
payment Interest Principal principal 

$500,000 
$67,900 $30,000 $37,900 462,100 
67,926 27,726 40,200 421,900 
67,958 22,758 45,200 334,100 
67,946 20,046 47,900 286,200 
67,972 17,172 50,800 235,400 
was 67,924 14,124 53,800 181,600 
67,896 10,896 57,000 124,600 
67,976 7,476 60,500 64,100 


$679,358 $179,358 $500,000 


(c) Another serial method which may be suggested would require the levying 
of 10 annual assessments to provide for the yearly retirement of $50,000 in 
bonds and interest. This economical method would place a heavier burden on 
the earlier years when charges for repairs are smaller. 


Table of reduction of indebtedness 


Total Unpaid 

Year payment Interest Principal principal 
$500,000 
$80,000 $30,000 $50,000 450,000 
77,000 27,000 50,000 400,000 
74,000 24,000 50,000 350,000 
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Total Unpaid 

Year payment Interest Principal principal 

68,000 18,000 50,000 250,000 
59,000 9,000 50,000 100,000 
56,000 6,000 50,000 50,000 


$665,000 $165,000 $500,000 
The amount collected from taxpayers over the ten-year period under the 
three methods would be as follows: 


Method Amount 
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Correspondence 
TERMINOLOGICAL INEXACTITUDES 


Editor, The Journal of Accountancy: 

Str: When some of us whose heads now are bald were shock-headed, when 
we played football or tennis instead of golf, duplicate bridge instead of auction 
bridge, when we rode on bicycles instead of in motor cars and listened to the 
strains of music instead of being assailed by jazz, a red-headed, young, lisping 
Englishman, who by blood was half an American, began to indulge in verbal 
fireworks and the phrase ‘‘terminological inexactitudes"’ was one of the first 
and most renowned of the explosives with which he assailed the ears and at- 
tracted the attention of the members of that body which was then, usually, 
august and dignified—the lower house of the parliament of Great Britain and 
Ireland. 

Its rhythm caught the ear of the public, the euphemism pleased its fancy, 
for as originally used the words were almost if not quite synonymous with 
untruth—in bald language, a misstatement. 

It is now something over six years since, in the exuberance of comparative 
youthfulness, I interrupted the proceedings and suggested at the annual 
meeting of the American Institute of Accountants that to those whose duties 
consist so largely in drawing, through narrative and statements, accurate 
descriptions of the condition of various enterprises, the matter of terminology 
was worthy of more consideration than it had then received. 

The suggestion met with no opposition and, in accordance with custom, the 
president retaliated upon the interrupter by appointing him as chairman of the 
committee on terminology. 

Two able colleagues were appointed, much hard work was done and many 
definitions were published in monthly instalments. For a time activities 
ceased, but now they have been resumed and, it is hoped, will be carried to a 
conclusion. 

The idea of the original committee was to form a list of words to be defined; 
this was done and an ‘‘accountant’s vocabulary” was the result. It was 
intended that this should include definitions of all technical words used in 
accountancy, as understood by the profession today, and should, for the sake 
of convenience, also include such legal phrases and expressions used in financial 
and mercantile circles as commonly occur in accountancy, together with words 
used in manufacturing and other technical work which apply to a number or 
group of services, but should exclude words used only in any single line of 
endeavor. It was hoped that the result would be a volume of definitions of 
sufficient merit to warrant publication by the Institute and that a way might 
be found to give it official approval to an extent sufficient to cause it to be 
regarded as having some degree of authority. 

The committee itself expected to compose the definitions as used in our pro- 
fession, to provoke discussion thereon and also to quote from the best available 
authorities, whose definitions would be included as a matter of convenience, 
giving the names of the various authorities. 
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It has been said that the editors of the New Oxford Dictionary encountered 
their greatest difficulties when they came to the definitions of some of the short- 
est words in our language, such as the prepositions ‘‘of’’ and ‘‘to.” The 
committee on terminology encounters the same difficulties, but the prepositions 
are “over” and “‘to.” 

When listening in on the radio have you ever been struck by the pathos in 
the oft-repeated request of the announcer that those who hear and are pleased 
should indicate their pleasure by letter or by telegram? The request reminds 
one that those who are trying to entertain thousands are in a room of silence, 
where their voices alone are heard and where they can get no indication of the 
effect of that which they are doing. 

The committee on terminology is in a similar position. Its members labor 
over their definitions, which are drawn, submitted and re-submitted, and then 
they let them go out to the world where they meet with silence—complete and 
continuous. 

Now, no one who attempts to keep abreast of accountancy and the current 
literature relating to it can have failed to notice the frequent cry that the 
terminology of accountancy is indefinite, is vague, is uncertain and that there 
is no recognized authority. The cry comes from accountants, from bankers, 
from executives, from instructors, not only from all the four quarters of the 
United States, but from Canada and from Britain. 

To all such the committee has been speaking, but apparently it has been 
casting bread upon the waters, and is likely to be buried itself before there have 
passed the many days required for a return or a response. 

I believe it is a fact that during all the years of its existence, one can count on 
the fingers of one handall the criticisms or suggestions which have been received 
as a result of its efforts. The three members of the committee are human 
beings having twenty digits apiece, for each one of which they would like to 
receive at least one comment. 

This leads at once to our difficulty: we are addressing an audience as inac- 
cessible to us as is the audience of one singing over the radio. _Is it terminologi- 
cally exact to say we are speaking ‘‘over” the air or are we to be forced to 
believe that we are merely speaking ‘“‘to” the air? 

The reply rests with the readers, and especially with those readers who are 
also writers and have lamented the past condition of terminology, but for my 
own part I should much like to know which expression is correct. 

Yours truly, 
WALTER MUCKELOW. 


Jacksonville, Florida, January 1, 1928. 
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Book Reviews 


BANK LOANS ON STATEMENT AND CHARACTER, by Maaton D. 
Miter. The Ronald Press Co., New York. 492 pages. 


Although Bank Loans on Statement and Character is written primarily for the 
instruction of borrowers and bankers it is full also of matter that will help public 
accountants to understand what they can and should do if and when their con- 
clusions are to be made the basis on which credit is to be extended. 

From the point of view of the borrower and banker little seems to have been 
overlooked. For instance, additional free service is noted as one of the 
advantages derived from distributed borrowing. As is justly pointed out, time 
wasted in discussing borrowers’ private affairs, gratuitous advice, safekeeping 
securities and sometimes other valuables—all constitute a burden on bankers, 
and the services are frequently demanded by and given to customers whose 
other business is of little value. 

The author realizes also that chronic borrowers grow into a feeling that the 
bank is a partner with them, bound to lend what they ask: by implication it is 
made clear that those who seldom borrow are likely to have much more trouble 
than perennial borrowers, just as in private life those who always owe the 
grocer can get anything on credit without difficulty while those in the habit of 
paying cash are looked at with suspicion if, having left their pocketbooks at 
home, they say they will call and pay their bills tomorrow. The moral is, of 
course, to borrow a little and establish a “‘line of credit.” 

There is some matter not fully applicable to conditions in New York. On 
pages 16 and 17 the requirements of a banker in a statement of affairs of an ap- 
plicant (to be certified by the auditor) include, inter alia, information as to 
officers—whether or not married, health, clubs, habits, education—all foreign 
to the province of the auditor as we understand it. In small towns conditions 
may be a little different. 

The author, like some others, thinks that the public accountant should be 
responsible for the physical verification of quantities of inventory; he says, 
“This is the ideal situation.” Is it? And for whom is it ideal? We may 
recognize the implied compliment to the diversified capabilities of the public 
accountant, and to his integrity, in the thought that his verification of any com- 
mercial product is ideal, and we should not refuse any help that we properly can 
give; but that we should physically verify inventories of, say, coal or raw hides 
or antique furniture or pearls implies a willingness on our part to do some of the 
hardest and dirtiest of manual labor and at the same time implies a knowledge 
of the merchandise sufficient to prevent our being deceived as to qualities. 

Lack of uniformity in borrowers’ statements is stressed, perhaps entirely 
with reason. Probably bankers will never be troubled with too much uni- 
formity in these statements so long as they are prepared by the borrowers 
themselves and not by outside accountants; nevertheless, if unvaried forms 
were used under all conditions by all borrowers they would be quite unsuited 
and misleading in a large percentage of instances. 

If a little more weight had been attached to the profit-and-loss account as 
compared with that given to balance-sheets the book would not have suffered. 
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In the case of the chronic borrower with a fixed credit limit the trend of the 
profit-and-loss account is vital. Unless the banker is unusually vigilant his 
security may disappear unnoticed. Out of 390 pages of the book only 28 are 
given to the chapter on the profit-and-loss account. There are, of course, 
other references to that account throughout the book. 

To those who have to plan finances, those who are borrowers without col- 
lateral, to those who are lenders, and to public accountants generally this book 
is recommended. 

F. W. THORNTON. 


MANUAL OF MUNICIPAL ACCOUNTING, by Lioyp Morey. John 
Wiley & Sons, Inc., New York. 187 pages. 


The Manual of Municipal Accounting, by Lloyd Morey, is a valuable contri- 
bution to the literature on accounting. The book is well adapted as a guide to 
the student of municipal accounting on the one hand and to the comptroller of 
a municipality on the other. 

The treatment of the balance-sheet general fund on page 17 is unique. So 
far as the reviewer is aware no similar method of preparing a municipal balance- 
sheet has been set forth. It should be noted that the author does not employ 
a separate fund balance-sheet, but includes all fund balances with the general 
accounts. 

The description of the routine followed in controlling the cash receipts and 
disbursements is particularly good. In chapter IV ten specific steps are enu- 
merated for the control over expenditures. A description is given of the 
method of procedure to be followed in keeping the appropriation ledger of a 
municipality. The form given on page 118 is particularly good and is worthy 
of close examination by students of municipal accounting and procedure. 
Attention is directed to the method recommended for recording encumbrances 
on funds in order to prevent overdrafts of funds. It is the plan to enter the 
estimated cost of all encumbrances in the appropriation-fund accounts. 
This procedure is in line with the most up-to-date methods. 

A good explanation is given of the method of handling all special assessment 
funds covering public improvements. A financial officer who follows Morey 
should not go wrong. The distinction between revenue and non-revenue fundsis 
observed. This practice is of the utmost importance in keeping the books of a 
municipality. Property accounts and the method of keeping them are clearly 
explained. Labor and material records are covered in clear and concise 
manner. A complete appropriation ordinance is given in the appendix for 
reference by anyone who is not familiar with one. 

I take pleasure in recommending Morey’s book to anyone interested in 
municipal accounting. ‘ 


D. C. EGGLESTON. 


ERRATUM 


Among the book reviews in the January, 1928, issue of THE JOURNAL OF 
AcCOUNTANCY, the publishers of The Building and Loan Association, by Riegel 
and Doubman, were erroneously given as The Macmillan Co. The book is 
published by John Wiley & Sons, Inc., New York. 
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